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April 2, 1997

MEMORANDUM FOR GENE SPERLING

FROM: BOB SHIREMAN

RE: Student Loan Reforms in the Budget

The current structure of the guarantee system encourages inefficiency, provides perverse 
incentives, delivers poor-quality service to the government (and often to students), and costs 
taxpayers more than necessary. The President’s Budget addresses these problems through a 
number of reforms saving a total of $4.4 billion over five years (CBO). We then spend $1.3 
billion to reduce the fees on the loans. The net savings are $3.1 billion.

The Republicans continue to require CBO to include long-term administrative costs in the scoring 
of direct loans. This increases the baseline (and therefore the deficit) by $2.9 billion.

Chairman Goodling and others (including some Democrats) argue that the student loan reforms 
belong in the reauthorization of the Higher Education Act, not in the reconciliation bill. I do not 
know where Domenici and Kasich stand on this issue, but someone may propose that if the 
Administration drops its insistence that student loans be included in reconciliation, then the 
Republicans will reverse their directed scorekeeping. The result would be nearly a wash.^

Sen. Domenici is apparently looking at “savers” without including any “costers.” In that light, the 
student loan reforms could potentially save $5 billion. Therefore, even with the directed 
scorekeeping, a net of about $2 billion could be saved if the student savings and other costers are 
not included.

Our two largest savers are:

1. Reserve funds. The current structure is based on the fiction that the middleman agencies 
actually “guarantee” the loans. They do not. They simply administer the Federal guarantee. The 
Budget would recognize this fact, allowing for the return of $2.5 billion in Federal funds currently 
held by the agencies.

2. In-school interest rate. Currently, the interest rate on student loans is T-bill plus 3.1 percentage

*A possible advantage with this approach is that if the budget deal is already done by the time reauthorization is 
considered, we could insist that a larger portion of the savings go to students. On the other hand, though, our 
negotiating hand is seriously weakened if this is not addressed in reconciliation.



points during repayment, but it is 0.6 points lower during the in-school period (when the 
government pays the interest — on most loans - and the lender has no servicing costs). In FY 98 
(under current law) the interest rate becomes the 10-year bond rate plus one percentage point, 
with no differential during the in-school period. The Budget would lower the rate during the in­
school period by one percentage point (so it would equal the 10-year bond rate), saving $1.2 
billion.
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This bill also proposes substantial improvements in the way financial need is determined for 
disadvantaged independent students who do not have dependents (other than a spouse). The bill would 
set the income protection allowances for independent students who do not have dependents in the same 
way as the allowances used for other students. The Administration has included an amendment in the 
1998 appropriation language for the 1998-99 award year. This bill would make a permanent change to 
the HEA for later years.

The proposed bill would amend the HEA to reduce loan fees for students by $2.6 billion over five years 
and lower interest rates for Unsubsidized Stafford Loan borrowers by one percentage point, thereby 
saving students an additional $1 billion over five years. The bill also would standardize benefits for 
students, to the extent practicable, across the Direct Loan and Federal Family Education Loan (FFEL) 
programs, and address a number of structural problems and inefficiencies in the FFEL program.

Under this bill, borrowers would realize substantial benefits as loan origination fees are cut in half for the 
neediest students and by 25 percent for others. Interest rates on Unsubsidized Stafford loans would be 
lowered by one percentage point while borrowers are in school. Lenders would be required to offer the 
same terms to all borrowers for the same type of loan-just as the government is required to do under the 
Direct Loan program. Borrowers who consolidate loans within FFEL would receive the same interest 
rates and comparable benefits to those who consolidate in Direct Loans.

This bill proposes a number of changes to the FFEL guaranty agency system in recognition that these 
State and private nonprofit entities are not the ultimate guarantors of FTFEL and act only as administrative 
agents of the Federal government. Because the Federal government is the sole insurer of FFEL loans, the 
Secretary would undertake the obligation to pay lenders directly using his agents and recall guaranty 
agency reserves over the next five years, saving some $2.5 billion.

To address structural deficiencies that hamper default prevention activities, guaranty agencies would be 
authorized to retain no more than 18.5 percent of default coUections-comparable to the Department's 
cost of coUections-not the arbitrary 27 percent guaranty agencies retain under current law. Guaranty 
agencies would receive a default prevention fee fi’om lenders when delinquent loans are brought current. 
To further encourage default prevention, lender risk-sharing would be increased to 5 percent fi'om 2 
percent, and lenders would be required to offer borrowers certain additional flexible repayment options 
now offered under the Direct Loan program.

A more complete summary of the bill's provisions is contained in the Section-By-Section Analysis 
enclosed with this letter.

This bill is part of an ambitious national agenda—an agenda for the next century that places education at 
the center and recognizes that all workers need to possess ever higher levels of skills throughout their 
lifetime. Provisions in this bill reflect the Administration's strong belief that we must raise educational 
expectations and make 14 years of education the standard for every American. At the same time, this bill 
offers substantial increases in benefits to needy students, significant, targeted education tax relief to 
working and middle-income families, and lifelong learning opportunities for all Americans.

The HOPE Act creates a powerful new way for the Nation to invest in its citizens and the economy. I 
urge you to join me in supporting this legislation. The Office of Management and Budget advises that 
there is no objection to the submission of this legislation to the Congress and that its enactment would be

3 of 4 04/10/97 23:08:01



iiig on the Ways and iVlcans staff to get the Presidents 
economic plan through the House, the administration 
caved. Who says politicians have all the power?

Petty though it was, this episode had unformnate 
consequences. Whether offered by the government or 
hanks, pay-as-you-can loans are unlikely to work unless 
the IRS is involved. <\nd at this stage in the g,une, II^ 
involvement will not be an easy sell. After all, it’s the 
•agencN' everv'one—particularly the Republicans who now- 
control Congress—loves to hate. But a finn commit­
ment from the President could go a long way. Instead of 
criss-crossing the country stumping for tax deductions, 
Clinton ought to be using his considerable powers of 
persuasion to explain the benefits of IRS loan collection. 
After all, the purpose of using the IRS w'ould be to crack

regardless of how much he has paid back. Although the 
25-year forgiveness option had been floating around for 
years, the decision to incorporate it was, once again, dic­
tated bv staffers and disturbingly free of thoughtful 
debate. According to Waldman, a 20-year provision was 
throw'n in at the suggestion of aides to Senators Nancy 
Rassebaum and James Jeffords just before the Senate 
mark-up—after a discussion of no more than 10 minutes. 
Later, in conference committee, the amnesty was 
changed to 25 years—-again with minimal consideration.

Proponents of the forgiveness clause maintain that 
if it’s taking someone such a long time to pay off their 
loan, chances are they are repaying it in installments 
that are so small they’re not even covering the month­
ly interest on the money they still owe. As a result,

amount that is torgiveii, aim incs>. c.m .m ..._..
But the greatest danger is that by forgiving the 

loan, the government is, at worst, rewarding irrespon­
sibility, and at best, over-compensating those who are 
happily pursuing their life’s dream without having to 
worry -about paying back tbe taxpayers who helped 
them -accomplish it. Most importantly, the provision 
is fundamentally unfair to the folks who work haul to 
repay their loans before the cut-off

Long-term loans of say, 55 years, are not without 
their disadvantages. -W -.uiyone with a home mortg.ige w-ill 
attest, the longer the term of a loan, the greater the 
interest that must be paid on it. But just as long-term 
mortgages democratized home ownership in .Ameri­
ca, so can long-term student loans democratize high-
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GOVERNMENT & POLITICS

A Rift Fomis Among Loaii-Guarajilee Agencies
Industry lobbyists oppose Clinton’s proposals, but some sUte officials are open to them

BY STEPHEN BURD

~W then President Clinton suggested 
\/\/ “''crhauling the guaranteed-stu- 

T T dent-loan program in his budget 
proposal for fiscal 1998, lobbyists for the 
agencies that guarantee the loans respond­
ed quickly and harshly.

The President's plan ‘‘threatens the via­
bility of the nation's largest college-stu­
dent financial-aid program and may threat­
en to endanger the future stability of stu­
dent lendingin this country," said Brett E. 
Lief, president of the National Council of 
Higher Education Loan Programs, which 
represents guarantee agencies 

He and other officials in the guaranleed- 
loan program objected in particular be­
cause the President's plan would strip the 
guarantee agencies of what has long been 
their primary task: reimbursing lenders for 
defaulted loans.

Currently, guarantee agencies repay 
lenders for loans that go into default, and 
the government then repays the guarantee 
agencies 98 cents per dollar. Guarantee 
agencies make up the remaining 2 per cent 
with money they hold in reserve to meet 
the costs associated with guaranteeing 
loans.

GOVERNMENT AS ‘SOLE INSURF.r‘

Under President Clinton's plan, the gov­
ernment would pay banks the anioiim of 
money they lose on federal student loans 
that are nrit repaid, making the government 
the "sole insuier' of guaranteed loans 
fhe plan would require the guarantee 
agencies to return to the I rcasury over live 
years the S:..S-hillion they now hold in the 
reserve funds which, the Administration 
says, they would no longer need fhe loan- 
programs council htis battled the govern­
ment over whether the agencies have the 
right to hold this money, which they often 
use to pay operating expenses.

■fhe changes. Mr Lief believes, would 
strip the guarantee agencies of their unique 

^ missions, relegating them to being Ediica- 
' lion Hepartment contractors that can, un­

der another provision of the President's 
plan, be disposed of at the whim of the 
Education Secretary.

Blrt trr the conster nation rtf Mr Lief and 
other grrrtrarrteed-lorrn lobbyists, sonte rrf 
the natiorr's guarrrntce agencies hrrve not 
rejected the Piesidcnt's proposals out of 
hand.

"rircrc is considerable rrgreemeni in 
*rernts of the principles we believe in arrd 

what the President is espousing, " srtid Jon 
D. Shaver, executive director of the Crrii-

" I
, \v

>■ im < HiOMK i.r......... ...... . > nt X i.KPnul C. Combe: “Our mission should he 
to keep students from fjetting into trouble. 
If n r eon do thot effidently. if is good 
for students ond for the laxpovers. “

forniii Sliidcnl Aid rommissinn. ‘We 
ittiree th;il the reForm is needed in the busi­
ness and financial models of guarantee 
agencies. ■

(.cadets of six guaranlee agencies vxcre 
to meet last week in Sacramento. Cal., to 
flame a icsponse to the President s pto- 
posal. Their statement would be an alter­
native to that of the national council, 
which has rejected the President's plan. 
Che agencies involved in the meeting arc in 
California. Massachusetts. Minnesota. 
New Vork. Texas, and Wisconsin.

(he leaders of those guarantee agencies 
don't agree with every detail in the Presi­
dent s plan, such as proposed limits on the 
fees they would receive from the federal 
government. However, they do agree with 
the Administration that the current struc­
ture and duties that the guarantee agencies 
perform are outdated.

The lift comes at a delicate lime for the 
guarantee agencies. Over the past five 
years, the guaranleed-loan program has 
come under intense criticism from the I'.d- 
ucalion Department, lawmakers, and col­
lege leaders, who say it is too complex and 
cumbersome. More than 1.600 colleges 
and trade schools, accounting for almost 
41) per cent of the nation's student-loan 
volume, have joined the Clinton Adminis­
tration's direct-lending program, which

provides loan funds directly to colleges, 
bypassing banks and guaranlee agencies.

Of all the partners in the guaranleed-loan 
program, the guarantee agencies have 
come under the most fire. This has not 
escaped the notice of lenders, some of 
whom have questioned whether the agen­
cies are needed at all.

In this environment, a number of guar­
antee-agency leaders worry that the agen­
cies will not survive unless they remake 
themselves, to play a more positive role in 
the loan program and to end their hostil­
ities with the Education Department.

That is why, they say. they arc attracted 
to some of the President's proposals, 
which would reward them for performing 
certain duties that are important to the stu­
dent-loan program and that will help stu­
dent borrowers.

PREVEiyriNC DEPAULTS

These leaders support in particular the 
President's proposal that guaranlee agen­
cies become primarily responsible for pre­
venting students from defaulting on their 
loans. The Administration's proposal 
would give the Education Department the 
authority to make agreements with the 
guaiantee agencies to reward them for per­
forming such dutie.s as averting defaults.

Already the department has such a rela­
tionship with Wisconsin's Ciical Lakes 
Higher Education Corporation, which has 
been among the strongest supporters «>f the 
President s plan. The Adminisiralion cites 
Great Lakes, which altered its structure 
last year, as a model of how the other guar­
antee agencies should be revamped.

While the Education Department allows 
most guarantee agencies to retain 27 per 
cent of the amount they recover from each 
loan that goes into default, the department 
provides bigger rewards to Great Lakes for 
preventing students from going into default 
in the first place.

“In the guaranteed-studcnl-loan pro­
gram. there is a perverse incentive for 
guarantee agencies to wait to collect loans 
until after they have gone into default," 
said Richard H. Johnston, executive vice- 
president of Great Lakes "What we 
should he doing is preventing students 
from going into default, because once they 
do, their lives become much more difficult. 
Their credit history is tarnished."

Mr. Johnston said the incentive had 
worked. In the first four months of fiscal 
1997. Great Lakes saw I6.(KM) fewer delin­
quent student borrowers go into default

than in the same period in 19%, a decrease 
of 59 per cent.

Paul C. Combe, president of American 
Student Assistance Guarantor in Massa­
chusetts. sees value in adopting the de­
fault-prevention model that the depart­
ment has set up with Great Lakes.

“Our mission should be to keep students 
from getting into trouble,” he said. “If we 
can do that efficiently, it is good for stu­
dents and for the taxpayers bf this country, 
whose money won't be wasted on paying, 
off defaulted loans.”

These guarantee-agency leaders are not 
troubled that the Administration's plan 
would end their role of repaying lenders for 
loans that go into default. In fact, they say. 
that would not be much of a change.

BAILOUT OF FAILED AGENCY

In 1990. the collapse of the nation's larg­
est guarantee agency, the Kansas-bused 
Higher Education Assistance Foundation, 
raised tough questions about the sound­
ness of the guaranleed-loan program. At 
the time, the department was not legally 
obligated to meet itr.Ai's obligations to 
bankers, Many observers worried that if 
the government did not lepay the lenders, 
the banks would have questioned the de­
pendability of the guarantee system and 
dri'pped out of the student-loan business— 
making loans less available to students.

The fcdcial govcinmcnl bailed out the 
agency, but law-makers wanted to pievent 
any future panic. So during the 1992 reau- 
Ihorization of the Higher I’ducation Act. 
Congress approved a provision requiring 
the government to repay the full value of 
all defaulted loans if a guarantee agency 
was unable to do so.

"Al that point, the law' made it clear that 
the federal government, and not the guar­
antee agencies, is the ullimalo guarantor of 
federal student li'ans." said Mr. Shaver, of 
the California guarantee agency."Yet we 
still operate as if we arc. "

That view angers Mr. I.ief. of the Na­
tional Council of Higher l-'ducalion Loan 
Piogiams. He worries that by supporting 
aspects of the President's plan, these agen­
cies could hurl (heir own program.

He specifically cites proposals to allow 
the I'.ducation Secretary to terminate a 
guaiantee agency if he is not satisfied with 
its pcrforniance.

“fhey are providing us with no due 
process," Mr. Lief said. "Ihis will 
simply further their effort to defeat our 
program. " ■

85:



How to Make College 

AflFordable
No one is talking about the best and cheapest solution 

By Nurith C. Aizenman

I NLESS YOUR LAST NAME IS ROCKEFEL- 
I ler, chances are you’re unnerved by the
I sky-rocketing cost of a college education. 

Perhaps you’ve heard that between 1981 
and 1995, tuition at even traditionally 

affordable public colleges increased by 234 percent— 
almost three times as fast as median household income. 
Not to worry. Help, or rather, the politicians are on the 
way. President Clinton has introduced a series of mea­
sures that, he claims, will make at least the first two 
years of higher education affordable for everyone. The 
good news is that Clinton’s plan has sparked a spirited 
debate. Deep thinkers from both ends of the spectrum 
have come forward with proposals of their own. The
bad news is that the most effective—and least costly__
solution isn’t even being mentioned.

The debaters fall into two camps. On one side are 
the tax break cheerleaders. Included in this category are 
hard-right Republicans, who favor a variety of mea­
sures—like allowing people to deduct part of the inter­
est on their student loans—that are of dubious bene­
fit unless you happen to be in a high tax bracket. Also 
in the tax break camp is Bill Clinton, who is touting a 
less regressive plan. Still, Clinton is hardly mounting 
a sociahst revolution. One of his main proposals, to let 
families with incomes of up to $100,000 take a tax 
deduction of up to $10,000 for the cost of higher edu­
cation, is as generous a gift to the upper middle class 
as anything the GOP could come up with. To molli­
fy the critics, Clinton has also suggested a tax credit to 
allow families to keep up to $1500 a year for the first 
two years of postsecondary school. Since students 
would have to deduct any federal grant money they 
receive from the credit, the main beneficiaries would 
be those in the lower-middle class, who earn too much
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to qualify for grant assistance, but not enough to real­
ly gain from the deduction. The cost of Clinton’s tax 
breaks: $36.2 billion over the next five years.

In the second camp are those who claim federal 
grants are the way to go. Members of this group include 
think-tanks like The Institute for Higher Education 
Policy, which recently co-published a report pointing out 
that even Clinton’s tax credit is of no help to the people 
who really need it low-income Idds who can’t affoixl to 
go to college. TTie meteoric rise in the cost of coUe^ 
combined with the dramatic decline in government assis­
tance, has hit these kids particularly hard. From 1981 to 
1994 the real value of federal “Pbll grants” fell by 22 per­
cent. According to economist Thomas Mortenson’s 
analysis of the government’s Current Population Sur­
vey, today less than 10 percent of Idds from low-income 
f^ilies earn a college degree—compared to 80 per­
cent of those in high-income households. Instead of 
wasting billions of dollars on tax breaks for middle-class 
students who would go to school anyw^, the grant advo­
cates argue, why not spend it on more and larger grants 
to the neediest students? The Clintonites counter that 
the point is moot. To ask for anything more than the 
small Pell grant increase included in Clinton’s budget is 
hopelessly naive, sighs David Longanecker, Assistant Sec­
retary for Postsecondary Education. “We’re working 
with a Congress that doesn’t give us that option.”

But by framing the issue as a choice between tax 
breaks or grant increases, Longanecker and the rest 
ignore a crucial point; there’s a third option—one 
which is far more effective and a whole lot cheaper 
than either grants or tax breaks. What’s more, this 
plan, or at least a flawed version of it, is already on the 
books. All that’s needed is to get rid of the defects and 
to implement it properly.



The Third Way
The idea, in its ideal form, is deceptively mun­

dane. Instead of requiring students to pay back their 
college loans on a fixed schedule, give them the option 
of taking out long-term loans that are “income-con­
tingent.” In other words, the student’s monthly repay­
ment is set according to his ability to pay. If his income 
is low one year, he will pay less back. If he gets a big 
raise the next year, his payments wiU go up accordingly. 
This plan is hardly new: it’s been advocated for years 
by such diverse figures as conservative economist Mil- 
ton Friedman, and neo-liberal writers Walter Shapiro, 
Mickey Kaus, and Timothy Noah.

The seemingly simple “pay-as-you-can” formula 
has enormous potential. And unhke tax breaks or grants, 
it helps people in all income groups. Woridng-class stu­
dents who take out an income-contingent loan wiU not 
be forced to repay their debt in impossibly large install­
ments—making them for less likely to defeult. Middle- 
class graduates who want to go into useftil but low-pay­
ing fields, like teaching or social work, wiU be able to 
afford that choice. Lxrwer-income Idds contemplating 
college will no longer be discouraged by the fear of tak­
ing on a financial burden they might be unable to carry 
upon graduation. In short, if income-contingent loans 
were to become widely available, coUege could become 
affordable and accessible to everyone. An added bonus: 
since students would increasingly be the ones paying 
back their loans, they might be more likely to insist on 
getting their money’s worth, spending less time party­
ing and more time studying, and pushing their schools 
to reciprxKate with lower prices and better quality.

Frnally, there’s the wonderful boon to taxpayers. 
Because unlike Clinton’s tax breaks, which would set the 
treasury back $36.2 billion, or grant increases, which 
would involve additional government spending, a folly 
implemented income-contingent loan plan would be 
relatively cheap. The majority of the loans would be 
financed by the banks. As for the portion financed by 
the government, the loans would eventually be repaid. 
Thus the same sum of money could be used over and 
over again to help successive generations go to coUege.

How the plan SHOULD work
So what’s the best way to make income-contingent 

loans widely available? WeU since these loans may involve 
long repayment periods that make them potentially less 
secure and profitable, banb are unlikely to provide them 
without an incentive. And what better inducement than 
a little competition from Uncle Sam? By getting into the 
student-loan business the government would not be 
attempting to take it over—after all, why use taxpayer

money if the banks are willing to do it? Rather, the aim 
would be to encourage more banks to offer students the 
pay-as-you-can option and—in the event the banks 
don’t bite—to ensure that all students at least have access 
to it through the government’s program.

There’s plenty of precedent here. The Termessee 
Valley Authority (TVA), for example, was established in 
1933 in part to make cheap electrical power available to 
the area’s inhabitants. The result was to spur nearby pri­
vate companies, which had been charging twice as much 
as the TVA, to offer their own customers lower rates.

To prevent borrowers from lying about their income, 
banks could be allowed to forward cases of suspected 
cheaters to the IRS for verification. The penalty for 
fraudrrlent reporting would be severe. And the IRS corrld 
ensure repayment of goverrunent loans, as well as default­
ed bank ones, by taking the repayments directly out of 
borrowers’ paychecks, as if they were just another tax. 
That’s better than asking people to mail in checks, and 
helps prevent defaults—not because the IRS has been 
operating at optimal efficiency lately (it hasn’t), but 
because adding a line or two to the federal income tax 
form is a lot more effective than other means of collec­
tion.

To further sweeten the deal for banks, the govern­
ment would guarantee income-contingent loans—as it 
already does with the garden-variety kind. At present 
about 10.7 percent of students default on their loans. 
Clinton can be justly proud of the fact that by clamp­
ing down on abuse, his administration brought the 
default rate down from a high of 22.4 percent four years 
ago. Presumably the pay-as-you-can option would 
make defaults even more rare—students would have as 
long as they needed to pay off their debt and, since the 
average college graduate earns $1.4 million over his life­
time, almost all of them should be able to swing it.

Practice Makes Imperfect
Unfortunately, althoug^i an income-contingent loan 

plan is already on the books—introduced and signed 
into law by Clinton in 1993—the program has yet to 
fulfill its potential. That’s because both the legislation 
establishing such loans and the Clinton administra­
tion’s efforts to implement it have been problematic.

To begin with. Congress kept the IRS out of loan 
collection. %u would think this was the result of a heat­
ed argument between our elected officials over the dan­
ger of expanding the IRS’s power, or the need to pro­
tect the sacred confidentiality of taxpayer records. Think 
again. According to Steven Waldman in his book The 
Bill, the measure was killed because of turf squabbling 
by committee staffers in the House. The Education
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and Labor folks worried that involving the IRS would 
give their counterparts in Ways and Means an excuse to 
grab the student loan issue. The Ways and Means staffers 
hated the idea of tinkering with the IRS—and were 
outraged that they hadn’t been consulted about this 
incursion on their territory. Anxious not to get bogged 
down, and mindful of the fact that they’d soon be rely­
ing on the Ways and Means staff to get the President’s 
economic plan through the House, the administration 
caved. Who saj^ politicians have all the power?

Petty though it was, this episode had unfortunate 
consequences. Whether offered by the government or 
banks, pay-as-you-can loans are urilikely to work unless 
the IRS is involved. And at this stage in the game, IRS 
involvement will not be an easy sell. After all, it’s the 
agency everyone—particularly the Republicans who now 
control Congress—loves to hate. But a firm commit­
ment from the President could go a long way. Instead of 
criss-crossing the country stumping for tax deductions, 
Clinton ought to be usmg his considerable powers of 
persuasion to explain the benefits of IRS loan coUection. 
After all, the purpose of using the IRS would be to crack

down on deadbeats—a point which ought to warm the 
hearts of hard-line Repubhcans everywhere.

While he’s beating the drum for IRS involvement, 
Clinton coirld also talk about the second flaw Congress 
mflicted on the smdent loan program. Incorporated into 
Clinton’s original plan was a provision to forgive income- 
contingent loans 25 years after a student has graduated, 
regardless of how much he has paid back. Although the 
25-year forgiveness option had been floating around for 
years, the decision to incorporate it was, once again, dic­
tated by staffers and disturbingly free of thoughtful 
debate. According to Waldman, a 20-year provision was 
thrown in at the suggestion of aides to Senators Nancy 
Kassebaum and James Jeffords just before the Senate 
mark-up—after a discussion of no more than 10 minutes. 
Later, in conference committee, the amnesty was 
changed to 25 years—again with minimal consideration.

Proponents of the forgiveness clause maintain that 
if it’s taking someone such a long time to pay off their 
loan, chances are they are repaying it in installments 
that are so small they’re not even covering the month­
ly interest on the money they still owe. As a result.

mm
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instead of slowly chipping away at their debt, they are 
actually building up an ever-larger liability. What’s 
more, anyone who is still in arrears after 25 years would 
by then be burdened with the additional cost of their 
children’s education, so their debt ought to be forgiv­
en. Ironically, under current law the amnesty hardly 
provides a free ride: borrowers must pay taxes on the 
amount that is forgiven, and these can be very high.

But the greatest danger is that by forgiving the 
loan, the government is, at worst, rewarding irrespon­
sibility, and at best, over-compensating those who are 
happily pursuing their life’s dream without having to 
worry about paying back the taxpayers who helped 
them accomplish it. Most importantly, the provision 
is fundamentally unfair to the folks who work hard to 
repay their loans before the cut-off.

Long-term loans of say, 35 years, are not without 
their disadvantages. As anyone with a home mortgage will 
attest, the longer the term of a loan, the greater the 
interest that must be paid on it. But just as long-term 
mortgages democratized home ownership in Ameri­
ca, so can long-term student loans democratize high-

:*1

er education. Making those loans income-contingent 
would increase their impact still further.

As if the 25-year limit on income-contingent gov­
ernment loans were not troublesome enough, the banks 
face an even more severe restriction: a 10- to 15-year limit 
on the repayment period of the student loans they 
can offer. Although Congress took the positive step of 
requiring banks to give students the choice of income- 
“sensitive” repayment (the bank version of pay-as-you- 
can), it left the limit in place. This was a crippling 
blow, because unless a loan is long-term, repayments 
on it (income-sensitive or otherwise) can never be 
made low enough to be widely affordable. Clearly, the 
10-year limit must be removed.

Clinton has proposed some remedies, like requir­
ing the banks to offer long term “extended” loans and 
lifting the 10-year limit on the “graduated” loans banks 
must now offer. (Under the latter plan the student 
pays back his loan in gradually increasing installments.) 
However, Clinton’s proposal does not call for any 
change in the 10-year limit on income-sensitive loans.

A for Effort, C- for Results
That’s not the only thing Clinton has done wrong. 

The administration’s well-meaning, but sorely misguid­
ed effort to implement the income-contingent loan plan 
passed by Congress has been equally damaging. The 
problem is actually two-fold. To begin with, instead of 
trying to spur banks into offering pay-as-you-can loans 
by providing them with government competition, the 
administration has attempted to take over the student 
loan business altogether. As for the banking industry, it 
has responded by doing everything in its power to keep 
the government out. TTie result has been a stalemate.

The Clintonites’ initial reasoning was that the old 
system of heavily subsidized banking entities [see side- 
bar] is expensive, enormously complex, and incapable of 
offering income-contingent loans. The only answer, they 
decided, was to get rid of the banks and start from 
scratch. If the government were to become the sole 
provider of student loans, it would no longer have to 
waste money on industry subsidies and guarantees. Stu­
dents would also benefit because the cost of capital is 
lower for the government than it is for banks and, since 
it’s not out to make a profit, the government could pass 
all of that savings on to students in the form of lower fees 
and interest rates. And the system would be more user- 
friendly for both students and schools—who would 
only have to deal with one lender, instead of thousands.

But while the administration was right to focus on 
problems in the old bank system, it was wrong to con­
clude that the solution is to consign that system to the
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dustbin. Remember, when the banks make a loan they 
use Aeir own money—instead of that of taxpayers— 
so it’s a good idea to keep them in the game. The Clin- 
tonites also fail to appreciate the value of competition. 
Not only can it force the banks to offer students bet­
ter service and more attractive repayment options, but 
competition is an excellent means of preventing the 
government from nmning a sloppy program.

As for the massive subsidies currendy paid out to the 
banking industry, all that’s required is for the government 
to cut out the more outrageous perks, while carefully 
leaving intact those that are needed to keep the banks 
in business. Among the indispensable subsidies are those 
which enable banks to offer smdents the same low inter­
est rates the government does. In administering these 
subsidies the government will have to err on the side of 
caution (or risk driving out the banks). Thus the banks 
will invariably receive at least a litde more than they 
acmally need. That’s a necessary evil. However if the 
banks start taking advantage of the subsidies to under­
cut the government by offering significandy lower rates, 
it should be taken as a sign that there’s still too much fat.

Sadly, the administration remains determined to 
replace the banks with “direct” government lending. 
Initially, it was expected that schools would switch over 
to the government’s more user-friendly program in 
record numbers. But that was before the newly-elect­
ed Republicans in Congress—who were far more sym­
pathetic to the banking industry than their predeces­
sors—voted direct lending out of existence. Even 
though Clinton vetoed the measure, schools were 
spooked. If the government’s program was in danger of 
extinction, why change over to it? Particularly since 
making the switch requires them to adopt a new sys­
tem of paperwork and computer software.

By now the Clintonites have accepted that, for the 
foreseeable future, direct and bank lending will co­
exist. But that doesn’t mean the administration has 
started pushing for the type of competition needed to 
make the income-contingent plan work. Instead, it is 
smck in the old mind-set of competing with the banks 
to get schools to sign up for direct lending—and 
assuming that schools can only offer one program. 
That is the wrong approach. The best way to ensure 
that smdents get good service, low rates, and a well- 
administered pay-as-you-can repayment option is to 
make the government and the banks compete directly 
for smdents’ business. For that to happen, every school 
must be able to offer smdents both programs.

As a result of the administration’s misdirected strat­
egy, income-contingent loans are still not widely avail­
able. Although in the 1996 academic year almost 40 per-
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cent of smdents who took out federally guaranteed loans 
got them directly from the government, it’s important 
to point out that only about 20 percent of schools offer 
their smdents such loans. True, after they graduate, sm­
dents do have the option of consolidating their debt 
into one pay-as-you-can loan from the government. 
But the basic problem remains that at almost 80 percent 
of schools, smdents are not presented with the income- 
contingent option when they are first considering 
whether they can afford to finance their education.

To remedy this simation, the Department of Edu­
cation must stop trying to convince schools to abandon 
the bank program and start making it easier for them to 
add the government’s program to their existing mix. 
The case could be made to schools, which already deal 
with hundreds of banking entities, that taking on the 
direct loan program is no harder than adding another 
bank to their roster—particularly if the department 
makes its procedures compatible with those of the banks.

The Department must also do a better job of 
explainmg the benefits of income-contingent loans to 
low-income smdents. Numerous smdies have shown 
that most low-income smdents are unwilling to take 
advantage of government assistance if it comes in the 
form of loans as opposed to grants. Not surprisingly, 
they are reluctant to borrow sums that are larger than 
anyone they know has ever laid eyes on—let alone 
earned. With the pay-as-you-can option, they will never 
face repayments that are more than they can afford. But 
low-income smdents are unlikely to appreciate that 
unless a concerted effort is made to educate them about 
how to make wise use of the income-contingent option. 
The textbook-style loan handbook currently distrib­
uted by the department isn’t going to do the trick.

If Clinton really is committed to making higher 
education affordable for every American, he has much 
to do; Instead of fighting to get low-income smdents 
meager grant increases, he needs to focus on making 
mcome-contingent loans available. Instead of defending 
expensive tax breaks which disproportionately benefit 
the upper middle class, he needs to lobby for legislative 
changes—like getting the IRS in on loan collection, 
lifting the 10-year linut on bank loans, and removing the \ 
25-year amnesty—that are needed to make the pay-as- 
you-can option viable and fair. A hilly implemented 
mcome-contingent loan plan offers an incredible oppor- 
tumty to make higher education widely accessible, with­
out burdening the government with huge expenses. 
Unfortunately, as long as the issue is fimned as a choice 
between tax breaks and grant increases, the best answer 
to the college affordability crisis will continue to lan- 
gmsh in post-legislative limbo. •
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NASPAA fitunthorrntlon Talk Force

and 5,wnduy markets have genetaUy been able to flmd their student loan 
on^on purchases by matching- the rate on the Joans to the debt secuntiea they use to

Cunently, there is a broad ^active
mariort for debt aecurmes based on 91-Day Treasuiy Bin rates, enabling lenders to raise 

11!!^ ^
Lenders and secondary markets in the FFELP have been analyzing how the revised 

^aw^impiiajo^n.rf^nl.lfcrtheimppogrm A<toi”»^veco«.of 
FB^ taodm^ h^ would BO benefit to bonowOT. TOi aiulyais i« on-
going, but rat^ inherent m use of the revised formula will sufficiently compUcate generation 
of capitd for FF^ Uans. Some investment advisors wetfidng with secondary markets have 
suggested that raismg fiinda will become more expensive and, for some, impossible.

RecnmniBinlai^ljfp; Adopt a Surer. Simpler Meant of RednHny Pnmiwer Costs

Om o&ta overlooked fiwt about the interest rate change is that deleting the provision 
coidd produce significant budget savings. It is our understanding that during FY 96 budget 
^le. CTO estimated maintaining the current interest rate structure would result in nearly 52

I lower the
ongmation fee by 1% for all borrowers - an item that is a NASFAA priority.

Yw Bright ^ suggest to Congress that it consider lowering the cap on Stafford loans at 
the sa^ tune tl^ it repeals the eh^ in the interest rate formula. In this way. borrowers wfll 
be trading a mo^t increase in projected interest rates over the near-term for long-term pro­
tection a^ins^gh interest rates. This is the same sort of choice made by home-owners when 
♦ for focad-^ verais vaiisble rate mortgages, accepting the higher rate so as to be pro­
tected from even higher rates in the future. A reduction in the origination fee would eliminate 
even the near term increase.

Please let us know if you have any questions, or would like to discuss this issue further 
we be reached at (202) 298-3053 (Rosa) or (202) 298-3900 (John). Wc would bo'happy to
prowdo a personal bnefing where we could discuss this issue and possible sohitiona in greater 
detail.

Attachments; Charts
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0^-15-96 12:19PM FROM RETAIL PRODUCT MGMT ?01/0o

Date: August 15,1996
Subject June, 1998, Yield Change Sprendaheets

Thanks for your interest in these simple calculations. I hope they speak to you and yonr team. Here are 

some basic assumptions and thoughts.

• The sheet with pages numbered 1-4 reflects monthly average yields, and some basic calculations, 
using Bloomberg Financial Services as a source. The column titled “yield curve spread" compares 
3-month Bills and 10-year notes. The column titled "credit spread" comp^ BUls end LIBOR.

• The "Student Loan Yields” section adds applicable spreads to the appropriate index. The “inters 
difference” column subtracts the proposed "10-year note +1%” rate from the "3-tnonth bill •+•2.5%. 
The "repay difference” column compares the repayment status yield with the “10-ycar note+l%

. !?et Interest Margin subtracts 3-month LIBOR rates-from each of the student loan yields in the center

section of the spreadsheet. « u
• These data include monthly observations from January, 1986 through December, 1995.

. The spreadsheet titled “Impact of 1998 Yield Change...” suinraarizes the data from the previous

• It should be noted that all data here are actual observations, not calculations using raw data. For
examulc, the 1995 High Yield Curve Spread of-0.26% is not calculated by subtracting the High 3- 
mtrnlh Bill n,» from th. High 10-y«r No» nitt (7.5 - 5.9954 - 1.59%), but mhw by (Wins
High (narrowem) spread between the two in any one month (November, 1995). This is true for all
"calculated" columns,

The conclusions are interesting.
■ In 6 of 10 years, interim loan yields are higher under proposed legislation. The same Is tree In 5 of

10 years using repayment yields. •
• Using monthly averages for the entire period, lenders/hoIdcrs yields are 0.41 % higher on interim 

loans under proposed legislation, but 0.19% lower on repayment loans. The rate differential has an

—•—Tl^oiatHitwofftet-mterest-margm is auchffleater_under the.propos^.yield change than under 
current law for interim loans. The respective NIM ranges are from 0.23% to 4.26% on an annual 
basis, to 1.22% to 2.28%. Monthly variabiUty is even more signifieant.

1 hope this is helpful. 1 Icwk forward to another discussion of these issues.
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October 18,1996

TO: NASFAA Reouthorfaation T«»k Force 
AttcntioB: Larry Zaglanlczny

FROM: John Oean, Coniumar Bankers
Rom DiNapoli, SaDie Mae

SUBJECT: 1998 Interest Rats Change

ITua memorandum is in follow-up to your discussion with John Dean about the 
^e m the structure of boirower interest rates due to take efiect in 1998. As suggested

Troasuty Bill to a variable rate based on the '’security with the comparable maturity".

money today naut acknowledge the reality that the new rate is just as likely to cost borrowers

SSI*"
As WB have begun to antidpato this change, we and others in the student lendina 

community are finding serious doubts about this now forrauJa.
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Page Two 
October la, 1996
NASFAA lUBOtharizBtloii Teik Force

J™PloHiOTUHiscwndaiy markets have generally been able to fUndth^
"matching- the rate on the loans to the debt secuiitiee they use to 

r«» the ca^ they need to make and purchase loans. Cuirently, there is a broad and active 
for debt securities based on 91-Dsy Tteasuiy BiD rates, enabling lenders to raise

suflBd^ flin^ to report the necessary $20 billion or more in annual loan originations without 
aamuniiig undue fbnding risk.

Le*»ders and secondary markets m the FFELP have been analyzing how the revised
will impart geo^on of capital for the FFELP program. Administrative costs of 
lenders and holders would increase with no benefit to borrowers. This analysis is on­

going, but rate risk inherent m use of the revised formula will sufficiently complicate generation 
of capital for FF^ Uans. ^me investment advisors working with second^ markets have 
suggested that raising fiinds will become more expensive and, for some, impossible.

Om o&ta overlooked fitot about the interest rate change is that deleting the provision 
coitid produce significant budget savings. It is our understanding that during FY 96 budget 
^le. CTO estimated maintaining the current interest rate structure would result in nearly $2

You migfat also suggest to Congress that h consider lowering the cap on Stafford loans at 
the sa^ time that it repeals the change in the interest rate formula. In this way. borrowers will 
be trading a modest mciease in projected interest rates over the near-term for long-tenn pro­
ton against high interest rates. This is the same sort of choice made by home-owners when 

for fixed-rate verus variable rate mortgages, accepting the higher rate so as to be pro­
tected from even higher rates in the future. A reduction in the originalion fee would eliminate 
even the near term increase.

Please let us know if you have toy questions, or would like to discuss this issue further 
we can bo reached at (202) 298-3053 (Rose) or (202) 298-3900 (John). Wc would be happy to
pro^do a personal briefing where we could discuss this issue and possible sohitiona in greater 
detail.

Attachments: Charts
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0H5-96 12:19PM FROM RETAIL PRODUCT MGMT
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Date: August 15,1996
Subject June, 1998, Yield Change Spreadsheets

Thanks for your imurest in thasa simple calculations. I hope they speak to you and your team. Here are 

some basic assumptions and thoughts.

3-month Bills and 10-year notes. TTie column titled "ciedit spread comparts BUls and LBOR.
• Tbt -Student Loan Yields” section adds applicable sprc«is m *e

differanca” column subtracts the proposed “10-year note +1% rate from the 3-month biU+2-5%- 
The “repay difference” column compares the repayment status yield with the 10-year note+1 %

• Nrt Interest Margin subtracts 3-month LIBOR rates-from each of the student loan yields in the center

• ^es^data include monthly observations from January, 1986 through December, 1995.

. The spreadsheet titled “Impact of 1998 Yield Change ...” summariaes the data from the previous

• It should be noted that all data here are actual observations, not calculations using raw dfa* 
examuk the 1995 High Yield Curve Spread of-0.26% is not calculated by subtracting the High 3-
month Bill rate from the High
High (narrowest) spread between the two in any one month (November, 1995). This is true lor all 
“calculated" columns.

The conclusions are interesting. t «
- In 6 of 10 years, interim loan yields are higher under proposed legislation. The same Is true In 5 of

. pwiod. lenden^oldco yield, m M W hi»w on in^
loans under proposed legislation, but 0.19% lower on repayment loans. The rate differential has an

~^--SS^atHity«f-iwt4n»Fest-margiftisjnuch^Kater_underthepropos^_yieidchm^^^
current law for interim loans. The respective NIM ranges are rrom 0.23% to 4.26on an annual 
basis, to 1.22% to 2.28%. Monthly variabiUty is even more significant.

I hope this is helpftil. 1 Icwk forward to another discussion of these issues.
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December 4, 1996 Edward Eliot Pollack 
President and 
Chief Executive Officer

Dr. Jon D. Shaver 
Executive Director 
California Student Aid Commission 
PO Box 510845
Sacramento, California 94245-0845

Dear Dr. Shaver:

I recently had the opportunity to review an October draft of the Proposal to Demonstrate 
and Test an Alternative FFEL Guaranty Agency Business and Financial Model which you 
created for the California Student Aid Commission. I would like to commend you for a 
well thought-out and comprehensive analysis. The future of the FFELP depends on such 
out-of-the box thinking, a willingness to experiment, and close collaboration with 
colleagues.

While I agree with many of the thoughts and conclusions in your paper, I would like to 
suggest to you some points for further consideration.

In reviewing the existing guarantor business model, most observers would conclude that 
both governmental and non-governmental organizations typically are far more effective in 
serving their customers if they are empowered with flexibility, rather than required to 
organize around defined cost-centers, each operating on a cost-reimbursement basis. This 
is especially true when the cost-reimbursement process is defined by a government 
agency that acts first and foremost as a regulator rather than as a customer service 
organization, and that has evidenced little interest in enhancing the services provided by 
those it views as its competitors.

One of the negative features that you attribute to the existing guarantor model is that it 
""provides no incentive for efficiency and cost reduction; i.e., all net surplus accrues to the 
GSLR fund whose ownership is asserted by the federal government." I strongly disagree 
with your conclusion in this regard. The existing fee-for-service model - with guarantors 
earning revenues only for loans which they guarantee, or prevent from defaulting, or 
successfully collect - provides far more incentives for efficiency and cost reduction, as 
well as for quality customer service, than could ever be obtained with a cost- 
reimbursement model. USA Funds, and USA Guarantee Services on behalf of its guarantor 
customers, aggressively work to increase efficiency and lower costs. The extent of the 
motivation for guarantors to do so can be seen in the recent decisions of the New Mexico 
Student Loan Guarantee Corporation and the Louisiana Office of Student Financial

Mailing Address:
PO. Box 6180. Indianapolis. IN 46206-6180 
317 578-6650 Fax 317 595-1389 
tooil.ick'gijsaarooo.ccm

Corporate Address:
11100 USA Parkway, Fishers, IN 46038-9213

United Student Aid funds. Inc. 
a USA Group company
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Assistance to contract with USA Group Guarantee Services for the provision of computer 
systems software and hardware, along with other services. In both of these cases, the 
guarantors simultaneously lowered their costs and enhanced their abilities to meet the 
needs of their customers. Clearly, they have a strong incentive to do so.

For USA Funds, the existing funding system, while not ideal, produces a strong incentive 
to increase efficiency, because we use our net revenues to invest in new customer 
services that are part of our responsibilities as a guarantor and to continuously enhance 
the quality of the services we provide to customers. Although we and other guarantors 
would be better able to serve students, families, and schools if we were not all subject to 
micro-management by the Department, the fact that the federal government ultimately 
"owns" the reserve fund does not in and of itself reduce our customer service orientation 
or our incentives or motivation to innovate, enhance services, and operate efficiently. A 
cost reimbursement model, however, would do just that, and would turn guarantors into 
bureaucracies that replicate the government agency that regulates them.

I must also strongly differ on your assertion that “'no significant effort or priority has been 
placed on default aversion efforts by either the federal government or GA's.
Unfortunately, today's financial mode! pays GA's more for loans that default than it does 
for loans which do not. ’

I encourage a visit by you and members of the Commission to USA Funds to review the 
extent of the technology and human resources we have devoted to default prevention, the 
innovations we have introduced, and the procedures and policies we have in place for 
reviewing the quality of proprietary schools and identifying and restricting the participation 
of poor quality schools, procedures and policies that we have shared with and that have 
been adopted by other guarantors. I also suggest that you review materials collected and 
developed by NCHELP that reveal the extent of the default prevention efforts by all 
guarantors. I am confident that virtually all guarantors would disagree with your negative 
assessment of the default prevention efforts of the guarantor community. Unfortunately, 
the Department and others who wish to undermine the FFELP have made similar charges.
It is distressing to learn that a guarantor's executive director has fallen prey to that false 
argument, and I hope that you will form a different opinion as you become more aware of 
the activities of other guarantors.

In addition, neither USA Funds nor most, if not all, other guarantors can agree that 
guarantors are paid more for loans that default than for loans that do not. The only other 
guarantor that has ever expressed such a view was HEAF, which collapsed financially as a 
direct result of that conclusion. USA Funds' success in averting approximately 90% of all 
loans that lenders report to us as seriously delinquent, and the success of other 
guarantors in preventing default, reflects our belief that guarantors benefit from preventing 
default, as do our borrower, school, and lender customers, all of whom prefer guarantors 
that aggressively combat default. I, as well as other guarantors, would be happy to share 
with you our experience and financial analysis on this subject.

My greatest concern with the cost reimbursement model, which is also favored by the 
Department, is that it would eliminate the independence of guarantors, thereby eliminating 
a key strength of the FFELP in comparison to direct lending, and would also eliminate the
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student and school as customers of the guarantor, replacing them with the Department. 
Instead of serving the needs of higher education, we would be serving the needs of the 
Department of Education.

Again, although I disagree on some of the points in your proposal, I appreciate your insight 
and hope that you will join the rest of the guarantor community in discussing how we can 
continue to improve the FFELP. The success of the FFELP in serving higher education is 
highly dependent upon the ability of guarantors to work together cooperatively, especially 
as we move forward to Reauthorization.

Please let me know if you would like to discuss these issues in person. I look forward to 
seeing you at the guarantor meeting in Denver later this month.

Sincerely,

Edward E. Pollack

EEP/kb
\nov\l 1229605

cc: Brett Lief 
Larry Matejka 
Jane Stewart
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There is some wariness both here and at ED about new, lower estimates of defaults on student 
loans made in previous years. The new estimates, based on a Coopers & Lybrand study, resulted 
in $3 billion in anticipated reduced costs in the subsidy accounts, all of which show up in the 
current fiscal year under Credit Reform rules. As was reported in the Washington Post on 
Thursday, these reestimates were responsible for one-third of the drop in CBO’s estimate of the 
deficit for FY 1997.

The new numbers do make some intuitive sense. Snapshots of borrowers who have been in 
repayment for two years have shown lower default rates every year for the past few years. In 
addition, gross default payments have been relatively steady despite significant increases in loan 
volume. So it makes sense that these trends should bear out in the more detailed analyses of 
long-term repayment trends, for which estimates have remained constant. Our concern, however, 
is that we do not have precise information on why the Coopers & Lybrand conclusions differ 
from the analysis last year by Arthur Andersen, which resulted in no re-estimate of prior-year 
default rates. (The Department has had great difficulty in estimating default and recovery rates 
because of the poor quality of the data on the guaranteed student loan program submitted by the 
guaranty agencies, which administer the guaranteed student loan program for Education.
Because of chronic inaccuracies in the data from these agencies, the guaranteed loan program has 
never received a clean audit.)

ED’s Budget Service, in submitting its outlay plan to Treasury last month (which Treasury 
uses to plan its borrowing), essentially cut in half the downward re-estimate of costs in FY 
1997, just to be safe while it evaluates the data in more detail for mid-session review. We have 
asked ED for a technical analysis of the differences between the two studies.
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FYI. The below is from ALan Baldinger of my staff who attended today's 
Shays Com. hearing. (We had been told by OLCA that it was primarily about 
GPRA performance measures, as well as SFA/ Direct Loans management. But 
there was apparently little on GPRA measures.) Bob D.

I attended a House hearing today before the Subcommittee on Human 
Resources, under the Comittee on Gov't Reform and Oversight.

I stayed for the first panel which consisted of Ed's IG (Tom 
Bloom)accompanied by Steve McNamara and others, and GAO (Cornelia 
Blanchette)with several staff including Jay Eglin.

The key topics of this hearing related to Dept management, some GPRA, 
and what are the challenges facing ED. Direct Loans was also a topic 
of discussion. After some introductory remarks by chairman Shays 
(R-Conn), the IG testified. Highlights follow...

Basically, the IG compared ED to a bank because many of the functions 
are alike. At the same time. Bloom pointed out that a bank is much 
more of a "technology company" these days. Therefore, ED needs to 
also operate this way. Bloom cited deficiencies in ED's 
systems/people that need to be overcome. In response to later 
questions. Bloom cited the need for a heightened role of the CIO 
office saying that ED should be using recruiting firms to find a top 
industry expert, and may have to pay some bucks. Shays acknowledged



that such CIO experts often make $250K in the private sector.

Bloom also highlighted the need to distinguish between non-degree 
granting schools and colleges. Essentially, he made a strong 
statement that trade schools should be regulated separately and be 
held to clear performance measures such as what he called "70/70"-at 
least 70 percent completion rate and 70 percent placement rate in 
order to be eligible for fed student aid. (Personally, one wonders 
with all the talk of how much college tuitions have soared, whether 
they too have feasted at the federal loans table?)

Bloom cited a third major area of need being verification of applicant 
income via IRS matching. He cited about 4 percent undereporting, but 
this was not put into any context of what percent undereporting is 
done on IRS taxes, for instance. Some gross cases of this were 
highlighted where the Dept does have access to IRS data through 
income-contingent repayment borrowers. Some borrowers cited minimal 
income, but IRS matches found those borrowers to be in the $100,000 
plus category. According to Bloom, the IRS should be running a match 
on all recipients of federal money to verify reported income.

GAO pointed out that ED must balance the need to maintain access among 
all varieties of students and the need to protect federal fiscal 
interests. GAO's written testimony also cited that the Dept has little 
performance information on some programs like Title 1, which is the 
largest single federal elementary and secondary grant program at $7.7 
billion in FY97.

In the area of postsecondary student aid, GAO cited their analysis that 
aid packages with relatively high grant levels may improve low-income 
students' access to higher education more than packages that rely more 
on loans. The sooner low-income students receive grant aid, the more 
likely they are to stay in college. GAO found that $1,000 in additional 
grant aid reduced dropout probability by 23 percent in the first year 
and 8 percent in the second year. No effect was seen for the third 
year. Therefore, GAO argues for greater "frontloading" whereby 
eligible students would get more grant aid up front and more loans 
later.

One "Q" from Rep. Snowbarger (R-Ks)was directed at Direct Loans and 
why the gov't is trying to compete with the private sector. Both GAO 
and the IG acknowledged that DL has been working well and has spurred 
improvements in FFEL. The GAO pointed out that Direct Loans actually 
employs mostly private contractors for servicing because the Dept 
might not have that expertise. Bloom also noted that guaranty 
agencies are an area where reform is needed starting with how many do 
we really need and that the Dept, should have been "riding herd" on 
them for many years already due to the FFEL data integrity problems.

Nevertheless, both panelists were evasive as to what makes most sense 
for the future-one program or two. Running two programs indefinitely 
may not be In the federal fiscal interest and Bloom cites it as 
another complexity in the student aid arena.
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1.

Summary of Student Loan Proposals (Other Than the GA Restructure)

Reduce borrower fees by one percent for all borrowers and by two percent for 
subsidized borrowers.

Current law: Under the FFEL program, a three percent origination fee and a one percent 
insurance premium are charged to students at the time a loan is originated. Under the Direct 
Loan program, the Department assesses a four percent loan fee (equivalent to the FFEL 
origination fee plus the insurance premium) Currently, some FI^ lenders offer fees lower than 
the statutory maximum to borrowers, but the Department does not have the authority to waive or 
pay loan fees or offer loan fees that are lower than the statutory maximum.

Proposed change: For loans originated/certified on or after July 1, 1998, eliminate the one 
percent guaranty agency fee and lower Direct Loan fees by one percent on all loans and reduce 
origination fees to two percent on subsidized loans in both programs.

Reasons for changes:

1. One percent fee reduction for all loans -- The Administration is striving to provide the best 
possible benefits to students and families. Lowering required fees by one percent for all loans will 
provide significant benefits to all students and will provide additional funds to borrowers up front 
when they need funds to pay tuition. Lowering fees will also help to standardize benefits between 
the FFEL and Direct Loan programs, because lenders and ^aranty agencies will no longer be 
able to reduce costs for FFEL borrowers by waiving or paying the guaranty agency fee for 
borrowers

2. Additional reduction for subsidized loajis - Tlie Adnunistration plans to coniplemeul ihe 
HOPE scholarship proposal which benefits primarily middle-income students by providing 
additional student aid ^nefits to lower-income students. Reducing origination fees an additional 
one percent for subsidized loans will significantly reduce costs for the neediest students and will 
provide additional resources to them at the front end of the process.

2. Set in«school interest rate at the ED borrowing rate.

Cmieiii law. Bcgiiuiiiig OcLubta- 1, 1997, interest rates on student and PLUS loans will be 
indexed to the 'bond equivalent rate of the security with a comparable maturity." OMB's 
interpretation of this language is that the interest rate will be indexed to the 10-20 year Treasury 
rate. In the Direct Loan program, the cost of in-school interest subsidies for Stafford/Ford 
borrowers is the Department's borrowing rate, currently the 10-20 year Treasury rate. Currently, 
the laic for student loans made on or after July 1, 1995 is the 91-day Treasury bill rate plus 2.5 
percent capped at 8.25 percent. For student loans made after July 1, 1998, the interest rate is the 
bond equivalent rate of the securities with a comparable maturity plus 1.0 percent during all 
periods



Proposed uhamfe: Bejpnning October 1, 1997, the interest rate during in-schooi, grace, and 
deferment periods for all St^ord, Sta£Tord/Ford, and unsubsidized loans will equal the 

Dqiartment's borrowing rate (currently, the 10-20 year Treasuiy rate).

Reason for change: The change will reduce federal costs and provide lower interest rates to 
buiiOwcrs with unsubsidized loans while they are in in-school, grace, and deferment periods. The 
change also reduces excess profits from the FFEL system by reducing payments to lenders during 
a time when they have few servicing costs on subsidized loans and the highest profit margins. 
Finally, the change will standardize interest subsidy payments across the FFPL and Direct Loan
programs.

3. Prohibit FFEL lenders from providing different terms to different borrowers.

Current law: Currently, some lenders offer better terms such as interest rates and origination fees 
that are lower than the statutory maximum to some of their least risky borroweis. Under Ihe 
Direct Loan program, the Secretary cannot reduce statutory interest rates or fees for any 
borrower.

Proposed change: For loans originated/certified on or after October 1, 1997, require lenders to 
offer the same terms and conditions to all of iheii borrowers wiiliin each pi ogi am (e.g., if a lender 
offers a reduced interest rate or origination fee to some of its subsidized borrowers, it must offer 
the same terms to all of its subsidized borrowers).

Reason for change: This change will promote equal costs for all borrowers and ensure that all 
borrowers served by one lender receive the same benefits regardless of the institution attended or 
the type of program pursued. This requirement will encourage (but not require) lenders to offer 
benefits equivalent to those in the Direct Loan program.

4. Provide new repayiiiciil plans fur FFEL burrvwcrs.

Current law: Currently, many significant differences exist between the Direct Loan and FFEL 
repayment plans. Direct Loan borrowers may choose among four repayment options, including 
the standard, income contingent, extaided, and graduated repayment plans. In addition, an 
alternative repayment plan is available to borrowers with exceplionai cii cum stances. Boiiowcis 
who choose the extended and graduated repayment plans have up to thirty years to repay their 
loans, depending upon their loan balances. Direct Loan borrowers may change repayment plans 
at any time with a few regulatory' restrictions

FFEL borrowers may repay their loans under standard, giaduated, or inconie-senskive icpaymciU 
plans. However, under all of these plans, borrowers must repay their loans within ten years



(excluding periods of deferment and forbearance). Lenders are required to offer graduated and 
income sensitive repayment plans, but these plans are designed by the individual lenders and vary' 
across the EFEL program. To obtain extended repayment terms (beyond ten years), FFEL 
borrowers must consolidate their loans.

Proposed change: By October 1, 1997, require FFEL lenders to offer the same extended and 
graduated rq>ayment plans that are available In Direa Loans and offer alternative repayment in 
addition to their current standard and income sensitive repayment plans. The parameters of the 
plans will be outlined in statute, but the specific plans will be det^rniined by the Secretary through 
regulation. Under current regulation, the repayment period for these loans are up to 30 years 
depending upon the amount of the debt. The Secretary will be required by statute to make the 
standard, extended, and graduated repayment plans the same in the Direct Loan and FFEL 

programs.

The parameters of the extended and graduated repayment plans will he the same parameters that 
are currently in the Direct Loan statute (i.e., the extended repayment plan would require a fixed 
annual repayment amount paid over an extended period of time, except that borrowers must pay 
at least $600 annually, and the graduated repayment plan would require repayment amounts 
established at two or more graduated levels and paid over a fixed or extended period of time, 
except that the borrower's scheduled payments will not be less than 50 percent, or more than 150 
percent of the required payment under the standard repayment plan), FFEL lenders will be 
required to offer ten-year income-sensitive repayment plans but will design their own plans as they 
do now.

The statute will also require lenders to provide akemative repayment arrangements to borrowers 
who demonstrate that the terms and conditions of the other repayment plans do not accommodate 
the borrowers’ exceptional circumstances. The Secretary will provide regulatory guidelines to 
lenders regarding the definition of exceptional circumstances and the parameters of alternative 
repayment plans.

FFEL lenders will be required to offer to borrowers the ability to change repayment plans under 
the same conditions available to Direct Loan borrowers. These conditions will be determined by 
regulation. However, the statute will require the conditions to be the same in both programs.

Reason for change: This change will provide increased flexibility to FFEL borrowers, allowing 
them to determine which rq^ayment plans best suit their individual needs. Providing additional 
repayment plans to FFEL borrowers eliminates the need fbr consolidation to obtain extended 
repayment and may avoid some defaults.

The change will also eliminate the differences between repayment terms in the FFEL and Direct 
Loan programs to the extent possible. (The Direct Loan income contingent repayment plan will 
not be available to FFEL borrowers, because lenders will not be able tu administer the program in 
a reliable manner that would not excessively burden lenders and borrowers.) Providing similar



repayment options among all lenders and programs will simplify the repayment process for 
borrowers and will allow financial aid adininisU aioi $ to better counsel borrowers regarding 
repayment of their loans.

S. Provide the same tenns and conditions (except income contingent repayment) on all 
cuosuliilaliuii loans* and eliminate restrictions on consolidation into Direct Loans.

Cunrent law: Currently, the terms of consolidation are generally more beneficial to borrowers in 
the Direct Tx»an program than borrowers in the FFEL program. The statute is very prescriptive 
regarding the terms of FFEL consolidation loans but provides the Secretary with great discretion 
legal ding Uie terms and benefits of Direct consolidation loans.

Interest rates -- Section 428C(cXl) provides that interest rates on FFEL consolidation loans are 
fixed and are derived from the weighted average of the interest rates of the loans being 
consolidated rounded up to the nearest whole percent Section 455(g) gives the Department
broad discretion rcgardhig the interest rates on direct consolidation loans. The Deportment has 
chosen to offer the variable interest rates determined in section 455(b) on consolidation loans.

In-school consolidation - In FFEL. borrowers may consolidate loans only during grace and 
repayment periods. (Currently the definition of eligible borrower in 428C(a)(3) docs not allow for 
consolidation when a borrower is in school.) In Direct Loons, borrowers may consolidate during 
the in-school period, as provided in regulation, as well as during grace and repayment periods.

Consolidation of consolidation loans -- In FFEL, a borrower may not consolidate a consolidation 
loan. (Currently section 428C(aX3)(BXi) terminates eligibility for an FFEL consolidation loan 
upon receipt of a consolidation loon. Also, section 428C(a)('1) does not include consolidation 
loans in the definition of loans eligible for consolidation.) There are no similar restrictions under 
the Direct Loan program.

Interest subsidy - In FFEL, a consolidation loan is subsidized only to the extent that all 
underlying loans arc subsidized. If a borrower consolidatae a mixture of subsidized and 
unsubsidi^ loans, the entire consolidation loan is unsubsidized. (Section 428C(b)(4)(C)(ii) 
states that interest will be paid by the Secretary on FhEL consolidation loans that consolidate only 
subsidized Stafford loans and by the borrower in all other cases.) In Direct Loans, a borrower 
may consolidate subsidized and unsubsidized loans together without losing the subsidy on the 
underlying subsidized loans.

Restrictions on consolidation into the Direct Loan program - Currently, a borrower cannot 
consedidate an FFEL loan into a Direct Loan unless the borrower cannot obtain a consolidation 
loan vrith an acceptable income sensitive repayment plan from the borroweFs lenders. (See 
section 428C(b)(S).)



Proposed changes: 

1.

X.

3.

4.

5.

Provide the same variable interest rates to FFEL consolidation boirowers that are 
available to Direct Loan borrowers.

Allow FFEL borrowers to consolidate their loans while they are in "in-school" status.

Allow the consolidation of FFEL consolidation loans into new FFEL consolidation loans.

Eliminate the restrictions on consolidating into Direct Loans. The statute will continue to 
prohibit consolidation of Direct Loans into FFEL loans, because this would be a sale of a 
government asset, could result in fraud and unscrupulous marketing activities on the part 
of FFEL lenders, and result in increased costs.

Add a provision that would allow borrowers to retain their interest subsidy on the portion 
of an FFEL consolidation loan that relates to subsidized loans including subsidized 
consolidation.

Reasons for changes: The proposed charges will reduce costs and provide more flexibility to 
borrowers who obtain FFEL consolidation loans. This change will extend the favorable terms and 
conditions of Direct consolidation loans to FFEL borrowers, and will streamline the FFEL 
process for borrowers with multiple lenders who currently do not consolidate because they do not 
want to lose benefits. These changes will make the benefits of consolidating in FFEL and Direct 
Loans more similar.

Specifically.

1. Changing the interest rates provides comparable benefits between FFEL and Direct Loan 
consolidation programs and reduces the cost to FFEL boirowers by providing more 
market sensitive interest rates, Currently, many borrowers who would like to deal 
exclusively with one lender do not consolidate their loans, because it would increase their 
interest rate. Tlus change would provide a streamlined proca&e for these borrowers, 
because they will be able to make one monthly payment through consolidation.

2. Allowing in-school consolidation in FFEL provides flexibility to FFEL borrowers to 
manage their personal loan portfolios. Students with loans from multiple lenders may 
want to consolidate during the in-school period to reduce the amount of paperwork 
necessary to obtain a deferment.

3. Allowing consolidation of consolidation loans will provide added flexibility to borrowers 
who return to school, would like to consolidate loans that were formerly ineligible for 
consolidation, or neglected to include some loans in the original consolidation. This 
change will allow these borrowers to deal exclusively with one holder and make only one



monthly loan payment as is pennitted in the Direct Loan program. This change diminishes 
the likelihood of delinquency and default on loons excluded from consolidation.

PJiminating restrictions on consolidation into Direct Loans provides additional choices 
regarding consolidation to FFEL borrowers, particularly for those borrowers who would 
like to repay their loans under the income contingent repayment plan. It will also reduce 
burden by eliminating the need for borrowers to attempt to consolidote their loans with 
their current lenders before consolidating into Direct Ix)ans.

Allowing FFEL borrowers to retain the interest subsidy on the underlying subsidized loans 
when they consolidate provides a financial benefit to borrowers who would like to make 
one monthly loan payment on all their loans and promotes equal benefits in the Direct 
Loan and FFEL programs.

6. Compute special allowance rates at the some time and in the same manner as 
Student interest rates.

Current law: Special allowance rates and payments are computed and paid to lenders quarterly 
under section 438. The basis for special allowance rates is the average Treasury bill auction of the 

quarter.

Proposed change: Beginning October 1, 1997, for all new loans, compute rates of special 
allowance annually rather than quarterly based on the last Treasury bill auction of the year. 
Payments will continue to be made quarterly based on the annual rate.

Reaiwn for the change: The purpose of special allowance payments is to assure lenders a fair 
return on student loans Special allowance payments guarantee that lenders will earn market rate 
interest even though student rates are capp^. Currently, student interest rates are determined 

annually, and the special allowance rates are computed quarterly. Additionally, interest rates are 
reset on the basis of the last Treasury bill auction of the year, while special allowances are 
calculated on the basis of the average auction results during the quarter. These mismatches create 
the possibility that special allowance will be paid even though the lender is already receiving the 
prescribed spread. The proposed change will require the calculation of special allowance and 
student interest rates at the same time and in the same manner thereby eliminating the "partial 
floor" windfall for lenders.
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Summary of ED Proposal for Restructuring PPELP Guaranty Agencies
as Part of Reconciliation

1. Current Law
A State or private nonprofit agency for each State has been 
designated by the Secretary to guarantee FFELP loans for all 
schools in the State and for all resident students attending 
schools elsewhere. The guarantees are issued by the guaranty 
agencies in their own names but are 98-percent reinsured by the 
SecieLary. Iii addition to guaranteeing FFELP loans, the agencies 
are expected to crack the guarantees and provide timely and 
accurate lepuiLe on Lhem Lu the Secretary, prevent default of 
delinquent loans referred to them by lenders, review default 
claims, make claims payments, collect defaulted loans, review 
schools and lenders for compliance with the HEA and the 
secretary's regulations and provide information and assistance to 
borrowers, schools and lenders.

The revenues of the guaranty agencies are (1) a guaranty fee from 
borrowers not to exceed l percent; (2) an administrative expense 
allowance (aea) from the Secretary, currently set at 0.85 percent 
of new guaranty volume (not to exceed $152 million in aggregate); 
(3) a supplemental preclaims allowance from the Secretary at 1 
percent of the value of delinquent loans reterred by lenders and 
not defaulting within a specified period; (4) a 27-percent 
retention on collections of defaulted loans and (S) investment 
earnings.
The guaranty agencies were initially funded with Federal 
advances, of which $38 million have not previously been recalled. 
Since the two largest components of their revenues are based on 
ne’^^; volume, and new volume has consistently grown since the 
guaranty agencies were established, the agencies have accumulated 
some S2.1 billion in net revenues and continue to accumulate them 
at the rats of some $200 million per year. These net revenues 
constitute their reserve funds and are clearly established by 
case law and statute as Federal property. As long as the volume 
of new guarantees does not decrease drastically, the guaranty 
agencies can fund the cost of maintaining their outstanding 
guarantees and their 2-percent risk-sharing from their current 
revenues without resorting to their reserves.

When a loan becomes delinquent, the lender is required to refer 
it CO the guaranty agency for preclaims assistance; that is, 
assistance in trying to get the borrower to start or resume 
malting timely payments, initially, the guaranty agency does not 
receive any additional revenue for its efforts. If the loan
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remains delinquent for more chan a specified period, the loans 
enters supplemental preclaims assistance and is eligible for the 
1-percent tee if in does not ^ default within a further specitied 
period. But no actual payment by the borrower is required for 
the guaranty agency to earn this additional revenue. It the loan 
does subsequently default, the guaranty agency attempts to 
collect it on the Secretary’s behait ana is entitled to the much 
larger 27-percent retention fee, regardless whether it does so 
internally or utilizes a debt collector or other outside 
contractor..

2, Deficiencies in the Current Structure

Over the years, a number of serious deficiencies have been 
identified in the current structure for guarancy agencies:

a. Guarantor function: The current funding of guaranty agencies
is based upon a purnorted guarantor function. In fact, the 
Secretary rather than the guaranty agencies assumes all the 
insurance risk through a combination of reinsurance and excess 
Federal funding, and there is no reason for the agencies to 
maintain reserves against future defaults. This focus upon an 
illusory guarantor function deflects attention from the guaranty 
agencyactual role in administering a Federal guarantee, and 
the need to protect the Federal fiscal interest in unnecessary 
■reBP-rvp.R dTverh.ei vaHjable Federal regulatory resources. The 
irrationality of the current guaranty-agency structure undermines 
the integrity and pf f-i r-i pnry nf FFF.TjP .

b. EccnQTnic incQntivQs : On a function-hy-function basis, thp
current revenues of guaranty agencies are unrelated to the costs 
associated with the performance of those functions or to the 
quality of that performance. In particular, both Che current 
guaranty fee and AEA are front-ended and based on loan sise, 
while expenses are incurred throughout the life of the guaranty 
and arc baocd on the number of guarantees or active accounts. 
Thus, guaranty agencies are incentivized to maximize their new 
volume regardlcoa of itc ultimate economics. On an aggregate 
basis, the exclusive use of reserve funds for FFELP and DL 
provides no financial incentive for a guaranty agency to maximise 
its economic efficiency or the quality of its service.

c. Regulatory authority: In the absence of ,appropriate economic
incentives, the Secretary must rely entirely upon regulatory 
authority to obtain high-quality, economically efficient
pei-Iuimalice fi.um Llie gudL'anty agencies. In fact, however, once a 
guaranty agency has been designated by the Secretary, its status 
beuumea vlitually an entitlement. The Secretary's authority to 
terminate that status is not sufficiently related to the quality 
uE Lhe ayeucy's opeiatioaal performance; and the procedure 
required is cumbersome and protracted. Although the Secretary 
albcj hap auLliurlLy to Lak.e adverse financial action against a

1
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guaranty agency, poorly performing agencitia Iiequennly have no 
funds of their own, and such actions can only be satisfied with 
their Federal reserve Eunda.

d. DeTaLilL preveiiLinn/ml lection: In Che interest both of
students and of the Government, the prevention of defaults should 
a prr.iie priority of guaranty agencies. The current financial 
incentive for guaranty agencies to perform that crucial function, 
the supplemental preclaims allowance, is earned by Che guaranty 
agency merely by delaying an eventual default and without any 
borrower payment and is vastly overshadowed by the collection 
retention if the exact same result is achieved immediately after 
default. Although it is possible tor people ot good will to 
overcome such a peim/erse set of incentives, there is no 
countervailing benefit trom having it. The cost structure for 
internal default prevention/collection activities is much less 
tnar. tor external activities performed by a collection agency or 
other external contractor. The Department's cost for external 
collection activities is only 18.5 percent; and in the absence cf 
special circumstances, the Department can utilize contractors for 
this function as efficiently as guaranty agencies. Basing the 
revenue for default prevention/collection on the size of the loan 
incentivizes the guaranty agencies to emphasize the economic 
implications of borrower defaults over their human costs.

3. Proposed New Structure

Effective October 1, 1997, the Structure of guaranty agencies is 
proposed to be changed as follows:^

a. Guarantees. The guaranty agencies would issue all new 
guarantees as the agents of the Secretary and in the Secretary's 
name, rather than their own. They would continue to ms-intain the 
guarantees, now also as agents of the Secretary. All outstanding 
guarantees would be ,e;npprr:pHed by rJireor FPfipral gi.i.arantees to 
the extent that the guaranty agencies' reserve funds had been 
legally rnTurm'ftpH, end the agencies would be relieved of any 
further contractual liability on them to that extent. There 
wovild be no risk-sharing by the guaranty agencies or adverse 
economic consequences simply because of high default rates. (See 
i, below for noncompliance with regulatory or contractual 
requirements.) When borrowers default, the Secretary would the

‘The proposed budget accumee effectivenecc for the full 
FY98. GLOS estimates that any portion of the new structure for 
which changes in regulationc are not nececcary could be 
implemented in six months. The guaranty agencies will also need 
time to decide whether to continue in PPELP and to adjust to the 
new structure. The Secretary should have authority to implement 
interim measures to effect the rectructuring.



pay lendt-Lb directly after review of their claims by the guaranty 
agencies, until a system for direct payment can be implemented, 
the guaranty agencies would continue to disburae claims payments 
on the Secretary's behalf, but the Secretary would advance the 
funds for chose paymeiita in order not to require the guaranty 
agencies to hold increased working capital in order to finance 
the negative float under the cunent reimbursement structure.

b. inn / retenti on. All existing agiceiueuLs between the
Secretary and guaranty agencies would be replaced by performance- 
based agreements conforming to their new lole as thiid-paxty 
servicers. These agreements would be for 5-year terms (roughly 
corresponding to reauthorization cycles) The agreements would 
(1) terminate automatically for failure Co meet a demand from Che 
Secretary for recall oi Federal reserves (see c, below) or 
termination of any other agreement with the Secretary, (2) could 
be terminated at any time by the Secretary without an opportunity 
for a hearing in the event of bankruptcy, insolvency, legal 
inability to perform legal and contractual obligations to tne 
Secretary or losses for more than one year and (3) could be 
terminated by the Secretary at any time with an opportunity a 
hearing for substantial failure to meet the performance standards 
set forth in the agreements (see i, below). Upon expiration, 
termination or resignation, the Secretary would be authorized to 
designate by agreement any State or non-profit agency as the new 
guaranty agency. At that time, the Secretary would alternatively 
be authorized to contract with any other entity, including for- 
profits, for any or all of the services performed by the former 
guaranty agency.
C. Rp.qp-r^'-ft funds and asset-.q/rapitalization. Guaranty agencies 
would no longer be indefinitely caoitalized by the Secretary.
The Secretary would be authorized to recall all existing reserve 
fnnri<^ tn the DepartiTient of the Treasury, subiect to the following 
limitations: (1) In accordance with the President's overall
budget for FV9fl-0?., the minimum amounts to be recalled during 
that period would be $731 million in FY98, $127 million in FY99, 
$186 million in FYOO, $186 mil Tien in FYCl and $1,271 billion in 
FY02. (2) Recalls would be allocated among the guaranty agencies
in proportion to their PYE97 re<^prve funds. (3) Until the end of 
FY02, agencies designated by agreement with the Secretary would 
be allowed to retain an aggregate of $3S0 million, allocated 
among them in proportion to their number of outstanding accounts, 
as interim working capital. To preclude Hi .qpi pati on of any other 
unrecalled reserves, the reserves and, after FY98, any income 
earned on them would b© required to be inva^tpd in GnvernmPTit 
securities specified by the Secretary, which might be transferred 
to the Trcocury at par value to satisfy any reca ' 1 rpqui rpmp.nr. . 
The guaranty agencies would be prohibited from using these 
restricted accountc for any other purpose. Other reserve fund 
assets, such as buildings and equipment, might still be used by 
the guaranty cgcnciec, although they would remain the property of
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the United States, and would be subject to recall upon cessation 
of an agency's agreement with the Secretary. Contractors would 
be required to provide their own working capital.

4. Revenues ■ The SecieLary's agreements witii yuaraiiLy agencies 
would provide a one-time issuance fee for each new guaranty (net 
of cancellations) and an annual itialnLenaiiue fee for each 
outstanding borrower account. The fees would be (1) uniform for 
all guaranty agencies; (2) based on numbers of loans and 
accounts, rather than dollar amounts; (3) designed to yield at 
least the same group-aggregate revenue as the FY9/ appropriations 
formula for aea (without the cap)^ and (4) paid quarterly. Other 
sources of revenue would be (i) a default-avoidance fee paid oy 
lenders (see f, below), (2) a collections retention (see h,
below), (3) interest on working capital and (4) other FFELP-
relatecJ businesses, such as lender escrow and third-party 
servicing, previous.^’/ purchased or developed with reserve funds 
and allowed by the agencies' agreements with Che Secretary on sn 
ager.cy-by-agency basis. The current administrative expense 
allowance and payments for supplemental preclaims assistance 
would be eliminated. The revenues of contractors would be 
determined by their contracts.
e. Net revenues. Any unrestricted net revenues earned by 
restructured guaranty agencies designated by agreement with the 
Secretary from activities under those agreements would be the 
property of the United States but might be used as working 
capital for those activities. To provide an incentive for 
guaranty agencies to be economically efficient, net revenues 
projected to be in excess of the agencies' working-capital needs 
might, with the Secretary's approval of projected working-capital 
needs and proposed usages, also be used to fund need-based grant 
programs or other activities in support of postsecondary 
education. Upon cessation of an agency's agreement, all 
remaining funds would be returned to the Secretary. Any net 
revenues earned by contractors would be their own.

f. p-ri=>v,=>nr i on Thi<5 would be one of the most important 
functions of restructured guaranty agencies. Lenders would 
continue to r-pfpr dplinqnpnf 1 nanfi to them as they do under 
current law. If the guaranty agency succeeded in getting a loan 
current, including consolidations, the 1pndpr would pay it a fee 
set by the Secretary but not to exceed $100 per account for 
avoiding a potential co-insurance cost o£ 5 percent. Since 
large-balance loans are already more likely to be collectible 
than others, a fixad dollar fee would avoid double-biasing the 
system against the default prevention of other loans. The

^The current budget projections for AEA are $153 million for 
FY98, $146 million for FY99, $144 million for FYOO, $149 million 
for FYOl and $153 million for FY02.
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Secretary would have discretionary authority to provide by 
regulation the circumetoinces under which refunds of those fees by 
the guaranty agencies would be required for loans that 
subsequently default.

g- Claims payment. The Secretary would have authority to pay 
claims directly tc lenders after review by the guar;»nty agenciec. 
To minimize the need for working capital until a system for 
direct payments could be put in place, guaranty agencies would be 
allowed to submit claims immediately after review.

h. Collections. The collections retention for defaults, which 
would also be applicahl«a tn rn’^solidat ions, would be reduced to a 
rate set by the Secretary but not to exceed 18.5 percent. Since • 
the collections-rRtpntion rate applies both to high-coct external 
collections activities and low-cost internal collections 
activitie.*;, it nnnld make soma external activitiee by the 
guaranty agencies uneconomic and be overly profitable for many 
internal activities. Accordingly, the Secretary would use the 
new authority to set the retention rate and existing authorities 
to subrogate defaulted loans and to alter guaranty agency 
entitlements by mutual agreement so as to eliminate perverse 
incentives for guaranty agencies to reduce the cost of deCctulLa 
to the Government.

i- Additional performance incentives/di.si ncentives , Like 
contractc, guaranty agency agreements would contain specific 
performance standards, including the submission of timely and 
accurate data to the Department,- and an annual pexfurmance audit, 
based on a statistically valid sample, would be required. 
Performance results would be measured acroaa ayeticies on a 
comparable basis and publicly released. Since there would no 
longer be reinsurance that could be lost for due diligence or 
Other performance failures, guaranty agencies would be required 
to indemiiify the Secretary from any economic loss caused by their 
performance failures. The Secretary would also have the power to 
fine guaiaiity agencies for performance failures.

4. Economic Model

The level of funding in the restructuring proposal has been 
designed to sustain the current average expense ratios of the 
guaranty agencies and allow agencies operating at or below the 
average to replenish their working capital by FYE02 and possibly 
generate a surplus. The funding model is displayed in Table I.* 
Table il displays reported expense ratios for FY95 and indicates 
how individual guaranty agencies might fare under the proposal.'

^The table is based on unreviewed data for FY95 submitted by 
the guaranty agencies. FY96 data is not yet available. The daca
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Substantial improvement by the lecc efficient agencies, if they 
do improve, or increased economies of scale through 
consolidation, if they do not, ahould rcoult in substantial 
aggregate cost reductions.

5.
Third-party servicers would still be necessary to perform the 
actual issuance and maintenance of Federal guarantees, as well as 
the other functions currently performed by guaranty agencies. 
There has not yet been sufficient experience with the servicing 
cf direct leans to determine whether soma or all of these 
functions are bettsi. furiiied (1) under contract by for-profit 
entities as well as by the State and private non-profit agencies 
currently eligible to be guaranty agencies or (2) only by those 
currently eligible under regulatory performance-baaed agreements. 
ParLicularly for those functions such compliance review and 
provision of information and assistance, entities with general 
responsibility for post-secondary education may be better 
motivated than for-profit entities. Accordingly., the Secretary 
proposes to continue using the current regulatory arrangements to 
compare results with those in direct loans. The new arrangements 
would be much more performance-based than at present, however; 
and guaranty agencies would no longer have a virtual entitlement 
to continue their designations. The default-prevention fee and 
default-collection retention are inherently performance-based, 
anc the Secretary would be authorized to restructure the issuance 
and maintenance fees if ways could be devised better to link them 
to the quality of the agencies' performance of those functions, 
also. In addition, the Secretary would have new authority to 
obtain some or all of these functions by contracts.

are based on the agennip^' nwn allocations of expenses between 
collections and other activities, which GLOS has frequently found 
to oe unreliable.
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TWJLE I

Calculation of Gft nnai-ftting RftVftnuftfl anc^ nyr>«nj

GA Activity 1
——19W 1J99 7000 20011 2002

1
rjl)khnnH*rtft(Rn\l

____ nr 1
Colltetlons 1

CBlocllOfU on o«(«ult«a luns 534.125.800 39/.191,300 279,166,000 267,266.000 297.904.e00l

RtmmwKo IP ED •435.3U60S -J2J.71091O 646.221.534 1 -234,124,0721 -242.792.412l

CNkytir«n Cj^*^

Not Ravcnua as • Rasuft of CoMCtMn Activity
18.415,233 23.739.110 24,417.848 25,321.906

OltiPfAetMly

luupnpa Fop Rovcnue 105,692,eS2 96.557.211 93,741.338 97,162,547 1X688617

W. WtO.WlI 7H B41 M7 74 4M.W
71.041.114 «,223.104

SutUMBl iiHjinea tne Mp/Kenanct Fmi
1B5.Z02.654 17S 438.B13 168.194.674 169,103.681 169.911.922

iiuanc* and MalnipiMAea Fmi from Drea Fadtrai Paymaois I52.14J.000 147 995.000 147.207,000 153.660.000 163.565.000

liiupnae vid Mpinlsnane* Fpm Fald from R«girct«o Actvily 
Afiootni 36,059,654 27,513,813 20.887.674 1S.243.9$I 6326.923

InvpMnpni incpm* ireni vyorkirgi CapU 116.301.213 20,527,337
107,104.000

20.734,290 22.163.442 24.274.362
L«nMrpail$PCA 102.616.000 110.651,000 112.648.000 113.306. OOC
Ot>«r Rovanucs 15.000.000 15.000.000 15,000,000 15.OX.000 1S.OX.000

luuanco Expenses
•l92.96Q.Qir .122.496.325 •1Z«.Q4g.4ZZ •129.600,907 • 131.170463

Maintanancd CjtpanMt
Net Ravaoij* ai a Rasu* of 0(n«r AptMlv 56.906.527 -14,181,910 5.642 971 16.966.014 31 004.952

1

Receipt of wencirg Capiui (gOY) 350.000.000 0 0 0 0
1

Piyrrant la Raatricied Aedvlty Aaedunt (EOY)
-2.301.388.000i 0 0 0 723,741.624

1 1

Ciih on Hand lEOY)
■

—
Restricted Activity Account

1996 1909 2sas 2001 ?002

Dalinca(BOY) 0 1.274,329,346 1 194 285.657 1 053,804.550 909.773.4U

Rtaarva Aetivltv
Peymonl from GAs 2,381.388.000 0 C 0 350.000.OX

kXartttt o•^ nettfictod Act viv A««ewm
e 74,470.123 C6.30C.SCC 56,412,700 40,165.750

liiuanea and Mamtananca Suppon
-»6l059.S54 .27.513,813 .20,967.674 -1S.243.661 4.326.923

Mulling CapilBi Outlay 723741,924 0 c .0

887 741 834

0

Racall of Roaofva* <731.0QQO00 946.741.824 887741 824 •1 371.000.000
Nat Rsvanua ai a Raauli af Raiarya Aaivay 1,274,320,346 -60.043.688 •140.661,107 -144,931.063' -879,141,193

1

aeinca (EOY) 1,274,328,346 1.194,285,657 1.063,604,550 908,773.468 29.532.295

'
1 AHRumptions

Miimanan«* Expanta par Ouialanpino Aepouni 12.00 11.70 r..40 11.11 1063

l•llJa^I:a Gxpanta par OuaisniY
34.S4 33 76 3291 32.x 11.27

RaIm rV Rmi m ivi Mndtiry^ A TAAfc 4 74% 4 7A% 4 rt% A 7A%
Rate Of Raium on Ratinetad Acoourt invaauneni 6.11% 5.725i 5.44% 535% 5.20«

4 403 fl69 4 073 717 4 048.4391 4 195.409
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_________ 2^00
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4.70 4,70
M.00
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24.00
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TABLE II

ExDense Ratios fn-r T?ve*c;

AGENCY ISSUANCE MAINTENANCE
EXPENSE EXPENSE

ratio' RATIO’

ALABAMA 2.90-tf 0.31%ARKANSAS 1.55% 0.39%
CALIFORNIA 1.0S% 0.23%COLORADO 2.76% 0.50%
CONNECTICUT 0.48% n. 07%FLORIDA 0.70% 0.22%
GEORGIA 1.53% 0.35%ILLINOIS 1 . 97% 0.25%
IOWA 1.31% 0.20%KENTUCKY 0.25% U . 07%LOUISIANA 0.91% 0.26%
MASSACHUSETTS 1.14% 0.27%MICHIGAN 1.64% 0.30%
MINNESOTA 0.45% 0.13%
MISSOURI 0.64% 0.13%
MONTANA 1.29% 0 . 35%NEBRASKA 1.30% 0.22%
NEW HAMPSHIRE 0.97% 0.29%
NEW JERSEY 1.58% 0.22%
NEW MEXICO 1.28% 0.34%
NEW YORK 1.18% 0.24%
NORTH CAROLINA 0.28% 0.07%
NORTH DAKOTA 1.1G% 0.28%OHIO 1.38% 0.23%
OKLAHOMA 1.28% 0.3 5%
OREGON 1.19% 0.20%
PENNSYLVANIA 0.68% 0.15%
RHODE ISLAND 0.57% 0.17%
SOUTH CAROLINA 0.27% 0.08%
SOUIH DAKOTA 1.89% 0.52%
TENNESSEE 0,63% 0.15%
TEXAS 0.90% 0.28%
USAF 0.66% 0.18%
UTAH 0.70% 0.20%
VERMONT 1.12% 0.29%
VIRGINIA 2.29% 0.43%
WASHINGTON 1.11% 0.31%
WISCONSIN 0.87% 0.20%

AGGREGATE 0.96% 0.22%

divided’coUecLioue expenses,

.. . ,^50 percent cf expenses, excluding collections expenses, 
divided by original principal amount of outstanding guarantees
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SUBTITLE B-STUDENT FINANCIAL AID PROVISIONS

2 SHORT TITLE; REFERENCES

3 SEC. 6101. (a) SHORT TITLE.-This subtitle may be cited as the

4 "Student Financial Aid Improvements Act of 1997".

5 (b) REFERENCES.-References in this subtitle to "the Act"

6 refer to the Higher Education Act of 1965 (20 U.S.C. 1001 ^

7 seq.).

8 MANAGEMENT AND RECOVERY OF RESERVES

9 SEC. 6102. (a) Section 422 of the Act is amended—

10 (1) by amending subsection (g)(1) to read as follows:

11 "(1) AUTHORITY TO RECOVER FUNDS.—(A)

12 Notwithstanding any other law, the reserve funds of the

13 guaranty agencies, and any assets purchased or

14 developed with those reserve funds, regardless of who

15 holds or controls the reserves or assets, shall remain

16 the property of the United States.

17 "(B) The Secretary may direct the guaranty agency

18 to require the return, to the guaranty agency or to the

19 Secretary, of any reserve funds or assets held by, or

20 under the control of, any other entity, that the

21 Secretary determines are required-

22 "(i) to pay the program expenses and

23 contingent liabilities of the guaranty agency;

24 "(ii) to satisfy the guaranty agency's
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requirements under subsection (h); or

"(iii) for the orderly termination of the 

guaranty agency's operations and the liquidation 

of its assets.

" (C) The Secretary may direct a guaranty agency, 

or the agency's officers or directors, to cease any 

activity involving expenditure, use, or transfer of the 

guaranty agency's reserve funds or assets that the 

Secretary determines is a misapplication, misuse, or 

improper expenditure of those funds or assets."; and 

(2) by adding after subsection (g) the following new 

subsections:

"(h) RECALL OF RESERVES IN FISCAL YEARS 19Q7 

THROUGH 2002; LIMITATIONS ON USE OF RESERVE FUNDS AND 

ASSETS.-(l)(A) Notwithstanding any other law, the 

Secretary shall, except as otherwise provided in this 

subsection, recall from the reserve funds held by 

guaranty agencies (which for purposes of this 

subsection shall include any reserve funds held by, or 

under the control of, any other entity) not less than- 

"(i) $731,000,000 in fiscal year 1998;

"(ii) $127,000,000 in fiscal year 1999;

"(iii) $186,000,000 in each of the fiscal 

years 2000 and 2001; and

" (iv) $1,271,000, 000 in fiscal year 2002.



6B-3

1

2

3

4

5

6

7

8 

9

10

11

12

13

14

15

16

17

18

19

20 

21 

22

23

24

25

"(B) Funds returned to the Secretary under this 

subsection shall be deposited in the Treasury.

”(C) The Secretary shall require each guaranty 

agency to return reserve funds under subparagraph (A) 

based on its proportionate share, as determined by the 

Secretary, of all reserve funds held by guaranty 

agencies as of September 30, 1996.

"(2)(A) Within 45 days of enactment of this subsection, 

all reserve funds held by a guaranty agency that have not 

yet been recalled by the Secretary under paragraph (1) shall 

be transferred by the guaranty agency to a restricted 

account (of a type specified by the Secretary) established 

by the guaranty agency, and be invested in United States 

Government securities specified by the Secretary. The 

manner and timeframe in which reserve funds so invested are 

recalled shall be specified by the Secretary, consistent 

with the requirements of this subsection. Except as 

described in subparagraph (B), the guaranty agency shall not 

use the reserve funds in the account, including the earnings 

on those funds, for any purpose without the express 

permission of the Secretary.

"(B)(i) In order to assist guaranty agencies in 

meeting program expenses, the Secretary shall permit 

the use of not more than an aggregate of $350,000,000 

of the reserve funds held in the restricted accounts
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described in subparagraph (A) by guaranty agencies with 

agreements under section 428(c) , as working capital to 

be used for purposes the Secretary may specify. The 

Secretary shall specify the amount of reserve funds in 

each guaranty agency's restricted account that may be 

used as working capital, based on the guaranty agency's 

proportionate share of all borrower accounts 

outstanding on September 30, 1996, The guaranty agency 

shall repay that amount to its restricted account (or 

returned to the Treasury, if so directed by the 

Secretary) by no later than September 30, 2002, or the 

date on which the agency's agreement under section 

428(c) ends (through resignation, expiration, or 

termination), whichever is earlier.

"(ii) The guaranty agency may use the 

earnings from its restricted account for fiscal 

year 1998 to assist in meeting its operational 

expenses for such year.

"(C) Non-liquid reserve fund assets, such as 

buildings and equipment purchased or developed by the 

guaranty agency with reserve funds, and any liquid 

assets remaining in a guaranty agency's restricted 

account after the recalls in paragraph (1)(A), shall— 

"(i) remain the property of the United 

States;
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"(ii) be used only for such purposes as the 

Secretary determines are appropriate; and

"(iii) be subject to recall by the Secretary 

no later than the date on which such agency's 

agreement under section 428(c) ends (through 

resignation, expiration, or termination, as the 

case may be).".

REPAYMENT TERMS

SEC. 6103. (a) Section 427 of the Act is amended—

(1) in subsection (a)(2)—

(A) in subparagraph (B), in the matter preceding 

clause (i), by strilcing "over a period" through "nor 

more than 10 years" and inserting "in accordance with 

the repayment plan selected under subsection (d),";

(B) in subparagraph (C), at the end of the 

subparagraph, by striking "the 10-year period described 

in subparagraph (B);" and inserting the following: "the 

length of the repayment period under a repayment plan 

described in subsection (d);";

(C) by striking subparagraph (F);

(D) by redesignating subparagraphs (G) , (H), and

(I) as subparagraphs (F), (G), and (H), respectively;

and

(E) in subparagraph (G) (as redesignated by 

subparagraph (D)), by striking "the option" through the
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1 end of the subparagraph and inserting "the repayment

2 options described in subsection (d); and";

3 (2) in subsection (c), by striking "in subsection

4 (a)(2)(H)," and inserting the following: "by a repayment

5 plan selected by the borrower under subparagraph (C) or (D)

6 of subsection (d) (1),"; and

7 (3) by adding after subsection (c) the following new

8 subsection:

9 "(d) REPAYMENT PLANS.-(1) DESIGN AND SELECTION.-Tn

10 accordance with regulations of the Secretary, the lender shall

11 offer a borrower of a loan made under this part the plans

12 described in this subsection for repayment of such loan,

13 including principal and interest thereon. No plan may require a

14 borrower to repay a loan in less than five years. The borrower

15 may choose from—

16 " (A) a standard repayment plan, witli a fixed

17 annual repayment amount paid over a fixed period of

18 time, not to exceed ten years;

19 "(B) an extended repayment plan, with a fixed

20 annual repayment amount paid over an extended period of

21 time, not to exceed 30 years, except that the borrower

22 shall repay annually a minimum amount determined in

23 accordance with subsection (c);

24 "(C) a graduated repayment plan, with annual

25 repayment amounts established at 2 or more graduated
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levels and paid over an extended period of time, not to 

exceed 30 years, except that the borrower's scheduled 

payments shall not be less than 50 percent, nor more 

than 150 percent, of what the amortized payment on the 

amount owed would be if the loan were repaid under the 

standard repayment plan; and

"(D) an income-sensitive repayment plan, with 

income-sensitive repayment amounts paid over a fixed 

period of time, not to exceed ten years.

" (2) LENDER SELECTION OF OPTION TF RORROWF.R DOF..S NOT 

SELECT.-If a borrower of a loan made under this part does 

not select a repayment plan described in paragraph (1), the 

lender shall provide the borrower with a repayment plan 

described in paragraph (1)(A).

"(3) CHANGES IN SELECTIONS.-The borrower of a loan made 

under this part may change the borrower's selection of a 

^repayment plan under paragraph (1), or the lender's 

selection of a plan for the borrower under paragraph (2), as 

the case may be, under such conditions as may be prescribed 

by the Secretary in regulation.

"(4) ACCELERATION PERMITTED.-Under any of the plans 

described in this subsection, the borrower shall be entitled 

to accelerate, without penalty, repayment on the borrower's 

loans under this part.".

(b) Section 428(b) of the Act is amended-
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(1) in paragraph (1)—

(A) in subparagraph (D), by striking clauses (i) 

and (ii) and the clause designation "(iii)";

(B) in subparagraph (E)—

(i) in clause (i)—

(I) by striking "or section 428A," and 

inserting "or section 428H,"; and

(II) by striking "the option" through 

the end of the clause and inserting "the 

repayment options described in paragraph (9); 

and"; and

(ii) in clause (ii)—

(I) by striking "over a period" through 

"nor more than 10 years" and inserting "in 

accordance with the repayment plan selected 

under paragraph (9), and"; and

(II) by striking "of this subsection;" 

at the end of clause (ii) and inserting a 

semicolon; and

(C) in subparagraph (L)(i), by inserting after the

clause designation the following: "except as otherwise

provided by a repayment plan selected by the borrower 

under paragraph (9)(A)(iii) or (iv),"; and

(2) by adding after paragraph (8) the following new 

paragraph:
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"(9) REPAYMENT PLANS.-(A) DESIGN AND SELECTION.-In 

accordance with regulations of the Secretary, the 

lender shall offer a borrower of a loan made under this 

part the plans described in this subparagraph for 

repayment of such loan, including principal and 

interest thereon. No plan may require a borrower to 

repay a loan in less than five years. The borrower may 

choose from—

"(i) a standard repayment plan, with a fixed 

annual repayment amount paid over a fixed period 

of time, not to exceed ten years;

" (ii) an extended repayment plan, with a 

fixed annual repayment amount paid over an 

extended period of time, not to exceed 30 years, 

except that the borrower shall repay annually a 

minimum amount determined in accordance with 

paragraph (2)(L);

"(iii) a graduated repayment plan, with 

annual repayment amounts established at 2 or more 

graduated levels and paid over an extended period 

of time, not to exceed 30 years, except that the 

borrower's scheduled payments shall not be less 

than 50 percent, nor more than 150 percent, of 

what the amortized payment on the amount owed 

would be if the loan were repaid under the
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Standard repayment plan; and

"(iv) an income-sensitive repayment plan, 

with income-sensitive repayment amounts paid over 

a fixed period of time, not to exceed ten years.

" (B) LENDER SELECTION OF OPTION TF RORROWER DnR.c; 

NOT SELECT.-If a borrower of a loan made under this 

part does not select a repayment plan described in 

subparagraph (A), the lender shall provide the borrower 

with a repayment plan described in subparagraph (A)(i).

"(C) CHANGES IN SELECTIONS.-The borrower of a loan 

made under this part may change the borrower's 

selection of a repayment plan under subparagraph (A), 

or the lender's selection of a plan for the borrower 

under subparagraph (B), as the case may be, under such 

conditions as may be prescribed by the Secretary in 

regulation.

" (D) ACCELERATION PERMITTED.-TTndpr any of the 

plans described in this paragraph, the borrower shall 

be entitled to accelerate, without penalty, repayment 

on the borrower's loans under this part.

" (F) COMPARABLE FEET, AND DIRECT L07\N REPAYMENT 

£LANS.-The Secretary shall ensure that the repayment 

plans offered to borrowers under this part are 

comparable, to the extent practicable and not otherwise 

provided in statute, to the repayment plans offered
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under part D. " .

(c) Section 428C of the Act is amended—

(1) in subsection (b)(3)(F), by strilcing "alternative";

and

(2) in subsection (c)—

(A) by amending paragraph (2) to read as follows: 

"(2) REPAYMENT PLANS.-(A) DESIGN AND 

SELECTION.—In accordance with regulations of the 

Secretary, the lender shall offer a borrower of a 

loan made under this section the plans described 

in this paragraph for repayment of such loan, 

including principal and interest thereon. No plan 

may require a borrower to repay a loan in less 

than five years. The borrower may choose from— 

"(i) a standard repayment plan, with a 

fixed annual repayment amount paid over a 

fixed period of time, not to exceed ten 

years;

"(ii) an extended repayment plan, with a 

fixed annual repayment amount paid over an 

extended period of time, not to exceed 30 

years, except that the borrower shall repay 

annually a minimum amount determined in 

accordance with paragraph (3);

"(iii) a graduated repayment plan, with
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annual repayment amounts established at 2 or 

more graduated levels and paid over an 

extended period of time, not to exceed 30 

years, except that the borrower's scheduled 

payments shall not be less than 50 percent, 

nor more than 150 percent, of what the 

amortized payment on the amount owed would be 

if the loan were repaid under the standard 

repayment plan; and

"(iv) an income-sensitive repayment 

plan, with income-sensitive repayment amounts 

paid over a fixed period of time, not to 

exceed ten years.

"(B) LENDER SELECTION OF OPTION TF BORROWER 

DOES NOT SELECT.—If a borrower of a loan made 

under this section does not select a repayment 

plan described in subparagraph (A), the lender 

shall provide the borrower with a repayment plan 

described in subparagraph (A)(i).

"(C) CHANGES IN SELECTIONS.-ThP borrower of a 

loan made under this section may change the 

borrower's selection of a repayment plan under 

subparagraph (A), or the lender's selection of a 

plan for the borrower under subparagraph (B), as 

the case may be, under such conditions as may be
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prescribed by the Secretary in regulation.".

(d) Section 455(d) of the Act is amended—

(A) in paragraph (1)-

(i) in subparagraph (B), by inserting after "an

extended period of time," the following: "not to

exceed 30 years,"; and

(ii) in subparagraph (C), by striking "a fixed or 

extended period of time," and inserting the following: 

""an extended period of time, not to exceed 30 years,"; 

and

(B) in paragraph (2), by striking "subparagraph (A), 

(B), or (C) of paragraph (1)." and inserting "paragraph 

(1)(A).".

INTEREST RATES

SEC. 6104. (a) Section 427A of the Act is amended-

(1) in subsection (g)(2)-

(A) by inserting after the paragraph heading the 

subparagraph designation "(A)";

(B) by redesignating subparagraphs (A) and (B) as 

clauses (i) and (ii), respectively;

(C) by striking "paragraph (1)," and inserting 

"paragraph (1), and except as provided in subparagraph 

(B),"; and

(D) by adding after subparagraph (A) (as 

redesignated by subparagraph (A)) the following new
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subparagraph:

" (B) In the case of loans made or insured 

under section 428 or 428H for which the first 

disbursement is made on or after October 1, 1997, 

for purposes of paragraph (1), the rate determined 

under this paragraph shall, during any 12-month 

period beginning on July 1 and ending on June 30, 

be determined on the preceding June 1 and be equal 

to the bond equivalent rate of the securities with 

a comparable maturity, as established by the 

Secretary, except that such rate shall not exceed 

8.25 percent.";

(2) in subsection (h)-

(A) in the heading thereof, by striking "JULY 1. 

1998.—" and inserting "OCTOBER 1, 3 997.—

(B) in paragraph (1)—

(i) by striking "(f), and (g)" and inserting 

"and (f),"; and

(ii) by striking "July 1, 1998," and 

inserting "October 1, 1997,"; and

(C) in paragraph (2)—

(i) in the heading, by striking "JULY 1. 

1998" and inserting "OCTOBER 1. 1997.—"! 

and

(ii) by striking "July 1, 1998," and
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inserting "October 1, 1997,"; and 

(3) in subsection (i)(7)(B), by adding at the end the 

following: "Notwithstanding any other provision of law, the

interest rate determined under this subparagraph shall be 

used solely to determine the rebate of excess interest 

required by this paragraph and shall not be used to 

calculate or pay special allowances under section 438.".

(b) Section 455(b) of the Act is amended—

(1) in paragraph (2)(B)—

(A) by redesignating clauses (i) and (ii) as 

subclauses (I) and (II), respectively;

(B) by inserting after the subparagraph heading 

the clause designation "(i)";

(C) by stri)cing "subparagraph (A) , " and inserting 

"subparagraph (A) and except as provided in clause 

(ii),"; and

(D) by adding after clause (i) (as redesignated by 

subparagraph (B)) the following new clause:

"(ii) In the case of Federal Direct 

Stafford/Ford Loans or Federal Direct Unsubsidized 

Stafford/Ford Loans for which the first 

disbursement is made on or after October 1, 1997, 

for purposes of subparagraph (A), the rate 

determined under this subparagraph shall, during 

any 12-month period beginning on July 1 and ending
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on June 30, be determined on the preceding June 1 

and be equal to the bond equivalent rate of the 

securities with a comparable maturity, as 

established by the Secretary, except that such 

rate shall not exceed 8.25 percent.";

(2) in paragraph (3)—

(A) by striking "and (2)," and inserting ", and 

except as provided in paragraph (2),"; and

(B) by striking "made on or after July 1, 1998," 

and inserting "for which the first disbursement is made 

on or after October 1, 1997,"; and

(3) in paragraph (4)(B), by striking "July 1, 1998," 

and inserting "October 1, 1997,".

LENDER AND HOLDER RISK SHARING 

SEC. 6105. Section 428(b)(1)(G) of the Act is amended by 

striking "not less than 98 percent" and inserting "95 percent".

FEES AND INSURANCE PREMIUMS

SEC. 6106. (a) Section 428(b)(1)(H) of the Act is amended-

(1) by inserting the clause designation " (i)" following 

the subparagraph designation;

(2) by striking "the loan," and inserting "any loan 

made under section 428 or 428B before July 1, 1998,"; and

(3) after clause (i) (as redesignated by paragraph 

(1)), by adding "and" and the following new clause:

"(ii) provides that no insurance premiums shall
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be charged to the borrower of any loan made under 

section 428 or 428B on or after July 1, 1998;".

(b) Section 428H(h) of the Act is amended—

(1) by inserting the paragraph designation "(1)"
/

following the subsection heading;

(2) by striking "under this section" and inserting "of 

a loan made under this section made before July 1, 1998"; 

and

(3) by adding at the end of paragraph (1) (as 

redesignated by paragraph (1)) the following new paragraph:

"(2) No insurance premium may be charged to the 

borrower on any loan made under this section made on or 

after July 1,- 1998.".

(d) Section 438(c) of the Act is amended-

(1) in paragraph (2), by striking "paragraph (6)" and 

inserting "paragraphs (6) and (8)"; and

(2) by adding after paragraph (7) the following new 

paragraph:

" (8) ORIGINATION FEE ON STTRSIDIZF.n T,OANS ON OP

MITFR JULY If_1998 .—In the case of any loan made,

insured or guaranteed under section 428 on or after 

July 1, 1998, paragraph (2) shall be applied by 

substituting '2.0 percent' for '3.0 percent'.".

(e) Section 455(c) of the Act is amended-

(1) by striking "The Secretary" and inserting "(1) For
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1 loans made under this part before July 1, 1998, the

2 Secretary";

3 (2) by striking "of a loan made under this part"; and

4 (3) by adding at the end thereof the following new

5 paragraph:

6 "(2) For loans made under this part on or after

7 July 1, 1998, the Secretary shall charge the borrower

8 an origination fee of-

9 "(i) 2.0 percent of the principal amount of

10 the loan, in the case of Federal Direct

11 Stafford/Ford Loans; or

12 " (ii) 3,0 percent of the principal amount of

13 the loan, in the case of Federal Direct

14 Unsubsidized Stafford/Ford Loans or Federal Direct

15 PLUS Loans.".

16 FUNCTIONS OF GUARANTY AGENCIES

17 SEC, 6107. (a) Section 428 of the Act is further amended—

18 (1) in subsection (a)-

19 (A) in paragraph (1) (B)-

20 (i) in the matter preceding clause (i), by

21 striking "which is insured" and inserting "which,

22 before October 1, 1997, is"; and

23 (ii) in clause (ii), by inserting "as in

24 effect the day before the day of enactment of this

25 section," after "subsection (b),"; and
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(B) in paragraph (3)—

(i) by striking subparagraph (B); and

(ii) in subparagraph (Al­

ii) in clause (ii), by striking "under

any" through the end of the clause and 

inserting a period;

(II) by striking the subparagraph 

designation "(A)";

(III) by redesignating clauses (i) and 

(ii) as subparagraphs (A) and (B), 

respectively; and

(IV) by redesignating subclauses (I) and 

(II) as clauses (i) and (ii), respectively;

(2) in subsection (b)-

(A) by amending the heading to read as follows: 

"REQUIREMENTS TO QUALIFY LOANS FOR INSURANCE AND 

INTEREST SUBSIDIES.-";

(B) in paragraph (1)—

(i) by amending the heading to read as

follows: REQUIREMENTS;

(ii) by amending the matter preceding

subparagraph (A) to read as follows: "A loan by

an eligible lender shall be insurable by the 

Secretary, and students who receive such loans 

shall be entitled to have made on their behalf the
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payments provided for in subsection (a), under a 

program of student loan insurance that-";

(iii) by amending subparagraph (K) to read as 

follows:

" (K) provides that the holder of any 

such loan will be required to submit to the 

Secretary, at such time or times and in such 

manner as the Secretary may prescribe, 

statements containing such information as may 

be required by regulation for the purpose of 

enabling the Secretary to determine the 

amount of the payment which must be made with 

respect to that loan;";

(iv) by amending subparagraph (0) to read as 

follows:

"(0) provides that, if the sale, 

assignment, or other transfer of a loan made 

under this part to another holder will result 

in a change in the identity of the party to 

whom the borrower must send subsequent 

payments or direct any communications 

concerning the loans, then—

"(i) the transferor and the 

transferee shall be required, not later 

than 45 days from the date the
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transferee acquires a legally 

enforceable right to receive payment 

from the borrower on such loan, either 

jointly or separately to provide a 

notice to the borrower of-

"(I) the sale, assignment, or 

other transfer;

"(II) the identity of the 

transferee;

" (III) the name and address of 

the party to whom subsequent 

payments or communications must be 

sent; and

"(IV) the telephone numbers of 

both the transferor and the 

transferee; and 

"(ii) the transferee shall be 

required to notify the Secretary, and, 

upon the request of an institution of 

higher education, the Secretary shall 

notify the last such institution the 

student attended prior to the beginning 

of the repayment period of any loan made 

under this part, of—

"(I) any sale, assignment, or
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other transfer of the loan; and 

"(II) the address and 

telephone number by which contact 

may be made with the new holder 

concerning repayment of the loan; 

"except that this subparagraph shall apply 

only if the borrower is in the grace period 

described in section 427(a)(2)(B) or 

428(b)(7) or is in repayment status.";

(V) in subparagraph (Q) , by strilcing 

"guarantee" and "428A" and inserting "insurance" 

and "428H", respectively;

(vi) by amending subparagraph (R) to read as 

follows:

" (R) provides for the malcing of such 

reports, in such form and containing such 

information, including financial information, 

as the Secretary may reasonably require to 

carry out the Secretary’s functions under 

this part and protect the financial interest 

of the United States, and for Iceeping such 

records and for affording such access thereto 

as the Secretary may find necessary to ensure 

the correctness and verification of such 

reports;";
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(vii) by amending subparagraph (S) to read as 

follows:

"(S) provides that a lender shall pay a 

default prevention fee in accordance with 

subsection (g);

(viii) in subparagraph (T)-

(I) in clause (i), by inserting ", by 

the guaranty agency,in accordance with 

regulations prescribed by the Secretary," 

after "limitation"; and

(II) in clause (ii)—

(aa) in the matter preceding 

subclause (I), by inserting ", in 

accordance with regulations prescribed 

by the Secretary," after "institution";

(bb) by striking subclauses (I) and

(II) ; and

(cc) redesignating subclauses

(III) , (IV), and (V) as subclauses (I),

(II), and (III), respectively;

(ix) by amending subparagraph (U) to read as 

follows:

"(U) provides-

"(i) for such additional criteria 

concerning the eligibility of lenders
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described in section 435(d)(1) as may be 

permitted by the Secretary; and 

"(ii) an assurance that the 

guaranty agency will report to the 

Secretary concerning changes in criteria 

under clause (i), including any 

procedures in effect under such program 

to take emergency action, limit, 

suspend, or terminate lenders; and"; and 

(x) by striking subparagraphs (V), (W), and

(X) ;

(C) by amending paragraph (2) to read as follows:

"(2) SKIP-TRACING REQUIREMENT.-Tn the case of 

a default claim based on an inability to locate 

the borrower, a lender shall certify to the 

Secretary, at the time of submission of the 

default claim, that diligent attempts have been 

made to locate the borrower through the use of 

reasonable skip-tracing techniques in accordance 

with regulations prescribed by the Secretary.";

(D) in paragraph (3)(B), by striking the 

parenthetical through the end of of the subparagraph 

and inserting a period; and

(E) by amending paragraph (5) to read as follows:

"(5) COMPLIANCE AUDITS.-(A) Except as



1

2

3

4

5

6

7

8 

9

10

11

12

13

14

15

16

17

18

19

20 

21 

22

23

24

25

6B-25

provided in subparagraph (B) or by the Single 

Audit Act Amendments of 1996, an eligible lender 

that originates or holds more than $5,000,000 in 

loans made under this title during an annual audit 

period shall submit to the Secretary a compliance 

audit for that audit period which is conducted by 

a qualified, independent organization or person in 

accordance with the Government Auditing Standards 

issued by the Comptroller General, and the 

regulations of the Secretary.

" (B) The Secretary may permit a lender 

to submit the results of an audit conducted 

for other purposes if the Secretary 

determines that such other audit results 

provide the same information as required 

under subparagraph (A),";

(3) in subsection (c)—

(A) by amending the heading to read as follows: 

"AGREEMENTS WITH GUARANTY AGENCIES.-";

(B) in paragraph (3)-

(i) in the matter preceding subparagraph (A), 

by striking "A guaranty agreement" and inserting 

"An agreement between the Secretary and a guaranty 

agency"

(ii) in the flush left language at the end of
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the paragraph, by striking "Guaranty agencies" and 

inserting "The Secretary"; and

(iii) by redesignating paragraph (3) as 

paragraph (11);

(C) by striking paragraphs (1), (2), (4), and (5);

(D) by inserting after the subsection heading the 

following new paragraphs:

"(1) AUTHORITY TO ENTER INTO 

AGREEMENTS(A)(i) The Secretary may enter into an 

agreement with a guaranty agency, under which the 

Secretary shall insure loans made under this 

section through the guaranty agency as the agent 

of the Secretary.

"(ii) Any guaranty agency that had an 

agreement with the Secretary under section 428(b) 

as of the day before the date of enactment of the 

Balanced Budget Act of 1997 may enter into an 

initial agreement with the Secretary under this 

subsection.

"(iii) An agreement under this subsection 

shall be five years in duration, and may be 

renewed by the Secretary for successive five-year 

periods.

"(iv) The Secretary may terminate the 

agreement prior to its expiration in accordance
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with paragraph (9) .

"(2) EFFECT ON PRIOR GUARANTY AGREEMENTS AND LOAN 

INSURANCE BY GUARANTY AGENCIES(A) All guaranty agreements 

made under this subsection as it was in effect on the day 

before the date of enactment of the Balanced Budget Act of 

1997 shall terminate not later than 180 days after the date 

of enactment of that Act.

"(B) Notwithstanding any other provision of law-

"(i) to the extent that a guaranty agency had 

insured loans under this part, loan insurance by 

such guaranty agency that is outstanding as of the 

date of the termination under subparagraph (A) 

shall be replaced on such date by loan insurance 

issued by the Secretary, and the guaranty agency 

shall be relieved of any further liability 

thereon;

"(ii) the Secretary's liability for any 

outstanding liabilities of a guaranty agency 

(other than outstanding loan insurance under this 

part), shall not exceed the fair market value of 

the unrestricted funds of the guaranty agency, 

which shall consist of—

"(I) all accumulated earnings not 

otherwise placed in a restricted account in 

accordance with section 422(h)(2)(A); and
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"(II) any working capital that may be 

provided under section 422(h)(2)(B); and 

"(iii) for the first year after the date of 

enactment of the Balanced Budget Act of 1997, the 

Secretary may specify such interim administrative 

measures as the Secretary determines to be 

necessary for the efficient transfer of the loan 

insurance function, and to carry out the purposes 

of this part.

"(3) TERMS OF AGREEMENT.—The agreement between the 

Secretary and a guaranty agency shall include, but not be 

limited to-

"(A) provisions regarding the responsibilities of 

the guaranty agency for—

"(i) administering the issuance of insurance 

on loans made under this section on behalf of the 

Secretary;

"(ii) monitoring insurance commitments made 

under this section;

"(iii) default prevention activities;

"(iv) review of default claims made by 

lenders;

"(v) payment of default claims;

"(vi) collection of defaulted loans;

"(vii) adoption of internal systems of
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accounting and auditing that are acceptable to the 

Secretary, and reporting the result thereof to the 

Secretary on a timely, accurate, and auditable 

basis;

"(viii) timely and accurate collection and 

reporting of such other data as the Secretary may 

require to carry out the purposes of the programs 

under this title;

"(ix) monitoring of institutions and lenders 

participating in the program under this part; and 

"(x) such other program functions as the 

Secretary may require of the guaranty agency;

"(B) provisions regarding the fees the Secretary 

shall pay to the guaranty agency under the agreement, 

and other revenues that the guaranty agency may receive 

thereunder, as described in paragraphs (4) and (6);

"(C) provisions requiring the guaranty agency to 

carry out its responsibilities under the agreement in 

accordance with paragraph (5);

"(D) provisions regarding the use, in accordance 

with paragraph (10), of net revenues in excess of the 

guaranty agency's need for working capital, as 

determined after compliance with section 422(h), for 

such other activities in support of postsecondary 

education as may be agreed to by the Secretary and the
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guaranty agency;

"(E) provisions regarding such other businesses, 

previously purchased or developed with reserve funds, 

that relate to the program under this part and in which 

the Secretary permits the guaranty agency to engage (as 

determined on a case-by-case basis);

"(F) provisions setting forth such administrative 

and fiscal procedures as may be necessary to protect 

the United States from the risJc of unreasonable loss 

thereunder, and to ensure proper and efficient 

administration of the loan insurance program;

"(G) provisions regarding the submission of the 

results of audits of the guaranty agency that are 

conducted—

"(i) at least annually;

"(ii) by a qualified, independent 

organization or person in accordance with the 

standards established by the Comptroller General 

for the audit of governmental organizations, 

programs, and functions; and

"(iii) in accordance with the regulations of 

the Secretary;

" (H) provisions requiring the mailing of such 

reports, in such form and containing such information, 

including financial information, as the Secretary may
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reasonably require to carry out the Secretary's 

functions under this part and to protect the Federal 

fiscal interest, and for keeping such records and for 

affording such access thereto as the Secretary may find 

necessary or appropriate to ensure the correctness and 

verification of such reports;

"(I) adequate assurances that the guaranty agency 

will not engage in any pattern or practice which may 

result in a denial of a borrower's access to loans 

under this part because of the borrower's race, sex, 

color, religion, national origin, age, handicapped 

status, income, attendance at a particular eligible 

institution, length of the borrower's educational 

program, or the borrower's academic year in school;

"(J) assurances that-

"(i) upon the request of an eligible 

institution, the guaranty agency shall, subject to 

clauses (ii) and (iii), furnish to the institution 

information with respect to students (including 

the names and addresses of such students) who 

received loans made or insured under this part for 

attendance at the eligible institution and for 

whom preclaims assistance activities have been 

requested under subsection (1);

"(ii) the guaranty agency shall require the
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payment by the institution of a reasonable fee (as 

determined in accordance with regulations 

prescribed by the Secretary) for such information; 

and

"(iii) the institution may use such 

information only to remind students of their 

obligation to repay student loans and may not 

disseminate the information for any other purpose; 

and

"(K) such other provisions as the Secretary may 

determine to be necessary to protect the United States 

from the risk of unreasonable loss and to promote the 

purposes of this part.

"(4) FEES AND OTHER REVENUES(A) The Secretary 

shall pay to a guaranty agency with an agreement under this 

subsection the following uniform fees:

"(I) a one-time issuance fee for each 

new loan made under this part that is insured 

by the Secretary through the guaranty agency; 

and

"(II) an annual maintenance fee for each 

active borrower account.

"(ii) The fees described in clause (i) shall 

be paid from the funds available under section 

458(a) on a quarterly basis, in such amount as the
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Secretary determines, for all guaranty agencies 

with agreements under this subsection.

" (B) A guaranty agency with an agreement under 

this subsection also may receive revenues derived from- 

"(i) a default prevention fee paid by lenders 

in accordance with subsection (g);

"(ii) the collection retention allowance 

under paragraph (6);

"(iii) the interest earned on working capital 

provided under section 422(h);

"(iv) such other businesses, previously 

purchased or developed with reserve funds, that 

relate to the program under this part and in which 

the Secretary permits the guaranty agency to 

engage (as determined on a case-by-case basis); 

and

" (v) such other fees as may be authorized 

under this part.

"(5) PERFORMT^CE RF.OTTIREMENTSA guaranty agency 

with an agreement under this subsection shall carry out its 

responsibilities thereunder in accordance with such 

measurable performance-based standards as the Secretary may 

specify, and shall submit timely and accurate data to the 

Secretary in support of its performance.

" (B) The Secretary shall apply the performance
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standards uniformly to guaranty agencies with 

agreements under this subsection.

" (C) The Secretary shall assess the performance of 

each guaranty agency on the basis of the audits 

required under paragraph (3)(G), and shall compare such 

guaranty agency's performance against the performance 

of other such guaranty agencies and publicly 

disseminate such comparison.

"(D) The Secretary may impose a fine, in 

accordance with the terms of the agreement, on a 

guaranty agency that fails to achieve a specified level 

of performance on one or more performance standards.

If the guaranty agency's failure to achieve such 

performance level results in a financial loss to the 

United States, the guaranty agency shall indemnify the 

Secretary for such loss.";

(E) by amending paragraph (6) to read as follows:

"(6) COLLECTION RETENTION ALLOWANCEIf, after 

the Secretary has paid a claim on a loan made under 

this title, any payments are made in discharge of the 

obligation incurred by the borrower with respect to 

such loan (including any payments of interest accruing 

on such loan after the payment of the default claim by 

the Secretary), there shall be paid over to the 

Secretary that portion of the payments remaining after
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the guaranty agency with which the Secretary has an 

agreement under this subsection has deducted from such 

payments an amount for costs related to the student 

loan insurance program that-

"(i) shall be specified by the Secretary on 

the basis of the Secretary's review of payments 

for similar services in a competitive environment; 

and

"(ii) in no case shall exceed 18.5 percent of 

such payments (subject to subparagraph (B)).

"(B) If, after the Secretary has paid a claim on a 

loan made under this title, and the liability on such 

loan is discharged by payment of the proceeds of a 

consolidation loan under this part or under part D, the 

guaranty agency may not deduct the amount specified in 

subparagraph (A), but may charge the borrower an amount 

specified by the Secretary and not to exceed 18.5% of 

the principal amount of the defaulted loan at the time 

of consolidation, to defray the guaranty agency's 

collection costs on the defaulted loan to be 

consolidated.";

(F) by amending paragraph (7) to read as follows:

" (7) SECRETARY AUTHORIZED TO RENTF.W OR MAKE 

7VLTERNATE AGREEMENTS .-Notwi thstandi ng any other 

provision of law, once the initial agreement with
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a guaranty agency entered into after the date of 

enactment of the Balanced Budget Act of 1997 has 

ended (through its expiration, the termination of 

the guaranty agency agreement by the Secretary in 

accordance with paragraph (9), or the resignation 

of the guaranty agency, as the case may be), the 

Secretary, in his discretion, may enter into-

"(A) another agreement with the guaranty 

agency;

" (B) an alternate agreement under which 

the functions previously performed by the 

guaranty agency shall be performed by another 

State or private nonprofit agency with which 

the Secretary has an agreement under this 

subsection; or

"(C) a contract under section 428E.";

(G) by amending paragraph (9) to read as follows:

"(9) TERMINATION OF GUARANTY AGENCY 

AGREEMENTS(A) A guaranty agency's agreement 

under this subsection may be ended in advance of 

its expiration date in accordance with 

subparagraph (B), or (C). If its agreement is so 

ended, the guaranty agency shall immediately- 

"(i) cease to be an agent of the 

Secretary for purposes of the program under



1

2

3

4

5

6

7

8 

9

10

11

12

13

14

15

16

17

18

19

20 

21 

22

23

24

25

6B-37

this part; and

"(ii) surrender all remaining liquid and 

non-liquid reserve funds, and assets 

purchased or developed with reserve funds, 

still held by the guaranty agency (including 

reserves held by, or under the control of, 

any other entity to the Secretary or the 

Secretary's designated agent.

"(B) A guaranty agency's agreement under this 

subsection shall be void, and the Secretary shall 

immediately so notify such guaranty agency, if—

"(i) the guaranty agency fails to comply in a 

timely manner with the recall of reserve 

requirements of section 422(h);

"(ii) the guaranty agency fails to increase 

the amount of funds in its unrestricted account 

(as measured by comparing the amount of funds in 

such account at the beginning and end of a year) 

for each of two years (that may or may not be 

consecutive) in the five year period of the 

agreement under this subsection;

"(iii) any other agreement that the guaranty 

agency has with the Secretary is terminated;

"(iv) the guaranty agency becomes insolvent 

or declares banlcruptcy; or
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"(v) there is any legal impediment to the 

guaranty agency substantially performing its 

responsibilities under the agreement.

"(C) The Secretary shall, after notice and 

opportunity for a hearing, terminate a guaranty agency 

that has substantially failed to achieve an acceptable 

level of performance under its agreement with the 

Secretary. A substantial performance failure under 

this subparagraph may include material internal control 

weaknesses relating to data quality in the guaranty 

agency's audits for each of two years (that may or may 

not be consecutive) in the five year period of the 

agreement under this subsection.

"(D) Notwithstanding any other provision of 

Federal or State law, if the Secretary has terminated 

or is seeking to terminate a guaranty agency's 

agreement in advance of its expiration date—

"(i) no State court may issue any order 

affecting the Secretary's actions with respect to 

such guaranty agency;

"(ii) any contract with respect to the 

administration of reserve funds held by a guaranty 

agency, or the administration of any assets 

purchased or developed with the reserve funds of 

the guaranty agency, that is entered into or
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extended by the guaranty agency, or any other 

party on behalf of or with the concurrence of the 

guaranty agency, after the date of enactment of 

the Balanced Budget Act of 1997 shall provide that 

the contract is terminable by the Secretary upon 

30 days notice to the contracting parties if the 

Secretary determines that such contract includes 

an impermissible transfer of the reserve funds or 

assets, or is otherwise inconsistent with the 

terms or purposes of this section; and

"(iii) no provision of State law shall apply 

to the actions of the Secretary in terminating the 

operations of a guaranty agency."; and 

(H) by adding after paragraph (9) the following 

new paragraph:

"(10) USE OF SURPLUS FUNDS.-(A^ A guaranty 

agency with an agreement under this subsection may 

retain the amount determined in accordance with 

subparagraph (B) for activities in support of 

postsecondary education that are approved by the 

Secretary.

"(B)(i) A guaranty agency may retain 50 

percent of its net revenues for fiscal year 

1998 in excess of the guaranty agency's need 

for worlcing capital for such year, as
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determined after compliance with section 

422(h), for approved activities.

"(ii) A guaranty agency may retain 

for approved activities for fiscal year 

1999 and succeeding fiscal years the 

lesser of—

"(I) 50 percent of its net 

revenues for such year in excess of 

its need for working capital, as 

determined after compliance with 

section 422 (h); or

"(II) the amount of its net 

revenues for such year in excess of 

its need for working capital, as 

determined after compliance with 

section 422(h), that is equal to a 

uniform percentage, established 

annually by the Secretary, of 

federal revenues received by the 

guaranty agency for the preceding 

year. In determining such 

percentage, the Secretary shall 

take into account all guaranty 

agencies' revenues and costs for 

the preceding year to determine an
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1 adequate level of economic

2 incentive for guaranty agencies to

3 maximize their efficiency.

4 (4) by amending subsection (g) to read as follows:

5 "(g) DEFAULT PREVENTION FEF. PAID BY T,ENDERS.-(n

6 An eligible lender shall pay a guaranty agency, to

7 which such lender referred a delinquent loan, a default

8 prevention fee of not to exceed $100 per borrower

9 account if the guaranty agency succeeds in bringing

10 such loan into current repayment status.

11 "(2) The Secretary shall prescribe in regulations

12 the circumstances in which a lender may obtain a refund

13 of a default prevention fee if the borrower of a loan

14 on which such fee was paid subsequently defaults on

15 such loan."; and

16 (5) in subsection (1)—

17 (A) in paragraph (1), by striking the paragraph

18 designation and the paragraph heading; and

19 (B) by striking paragraph (2).

20 (b) Section 435(j) of the Act is amended by striking

21 "section 428(b)." and inserting "section 428(c)."

22 REPEAL OF STATE SHARE OF DEFAULT COSTS

23 SEC. 6108. Section 428 of the Act is amended by striking

24 subsection (n).

25 CONSOLIDATION LOANS
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1 SEC. 6109. (a) Section 428C of the Act is amended—

2 (1) in subsection (a)(3)-

3 (A) in subparagraph (A), by inserting "in an in-

4 school period," after "for a consolidation loan is";

5 and

6 (B) in subparagraph (B), by amending clause (i) to

7 read as follows:

8 "(i) Eligible student loans received by the

9 eligible borrower may be added to a consolidation

10 loan during the 180-day period following the

11 making of such consolidation loan.";

12 (2) in subsection (b)(4)(C), by amending clause (ii) to

13 read as follows:

14 "(ii) provides that interest shall accrue and be

15 paid-

16 "(I) by the Secretary, in the case of a

17 consolidation loan made before October 1, 1997

18 that consolidated only Federal Stafford Loans for

19 which the student borrower received an interest

20 subsidy under section 428;

21 "(II) by the Secretary, in the case of a

22 consolidation loan made on or after October 1,

23 1997, except that the Secretary shall pay such

24 interest only on that portion of the loan that

25 repays Federal Stafford Loans for which the
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student borrower received an interest subsidy 

under section 428; and

"(III) by the borrower, or capitalized, in 

the case of a consolidation loan, or portion 

thereof, other than one described in subclause (I) 

or (II);"; and 

(3) in subsection (c)-

(A) in paragraph (1)—

(i) in subparagraph (A), by striking

"subparagraph (B) or (C)." and inserting 

"subparagraph (B), (C), (D), or (E), and subject

to subparagraph (F),";

(ii) in subparagraph (C), by striking "after 

July 1, 1994," and inserting "after July 1, 1994 

and before October 1, 1997,"; and

(iii) by adding after subparagraph (C) the 

following new subparagraphs:

"(D) A consolidation loan made on or after 

October 1, 1997, that repays loans made under 

section 428 or 428H, or a combination thereof, 

shall bear interest at an annual rate on the 

unpaid principal balance of the loan that is equal 

to-

"(i) the rate specified in section

427A(g), in the case of a borrower in an in-
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school or grace period; or

"(ii) the rate specified in section 

427A(h)(1) in all other cases.

"(E) A consolidation loan made on or after October 

1, 1997, that repays loans made under section 428B 

shall bear interest at an annual rate on the unpaid 

principal balance of the loan that is equal to the rate 

specified in section 427A(h)(2).

"(F) Notwithstanding any other provision of this 

section, the Secretary may prescribe in regulation such 

procedures as may be necessary to ensure that—

"(i) a borrower of a consolidation loan that 

repays a combination of loans eligible to be 

consolidated under this section, shall continue to 

receive, after consolidation, any interest subsidy 

benefits associated with a loan, without extending 

such benefits to any other loans consolidated that 

do not have interest subsidy benefits;

"(ii) in the case of a consolidation loan 

that repays a combination of loans described in 

subparagraphs (D) and (E), the interest rate on 

such consolidation loan shall be calculated in a 

manner that reflects the interest rate applicable 

to loans made under each such subparagraph; and 

"(iii) in the case of a consolidation loan
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that repays a loan eligible to be consolidated 

under this section other than those described in 

subparagraphs (D) and (E), the interest rate 

applicable to such other loan shall be the 

interest rate described in subparagraph (D) if 

such other loan is considered by the Secretary to’ 

be subsidized, and the interest rate described in 

subparagraph (E) if such other loan is considered 

by the Secretary to be unsubsidized."; and 

(B) in paragraph (4)-

(i) by striking "Repayment" and inserting 

"(A) Except as provided in subparagraph (B), 

repayment"; and

(ii) by adding after subparagraph (A) (as 

redesignated by clause (i)) the following new 

subparagraph:

"(B) In the case of a consolidation loan 

that repays a loan made under this part for 

which the borrower is in an in-school period 

at the time the consolidation application is 

received, the repayment period for such 

consolidation loan shall commence after the 

completion of a grace period, as described in 

section 428(b)(7)(i)

CONTRACTS WITH OTHER ENTITIES
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1 SEC. 6110. Part B of title IV of the Act is amended by inserting

2 after section 428D the following new section:

3 "CONTRACT AUTHORITY

4 "SEC. 428E. The Secretary may enter into one or more

5 contracts to carry out any of the functions that otherwise

6 would be carried out by a guaranty agency with an agreement

7 under section 428(c).".

8 ELIGIBLE LENDER

9 SEC. 6111. (a) Section 435(d) of the Act is amended—

10 (1) in paragraph (1), by stri)cing "(6)," and inserting

11 "(7),"; and

12 (2) by adding after paragraph (6) the following new

13 paragraph:

14 "(7) UNIFORM TERMS AND CONDITIONS.-Suhjprt to such

15 exceptions as the Secretary may prescribe in

16 regulations, the term 'eligible lender' shall not

17 ^ include any lender that offers different terms and

18 conditions to different borrowers of the same type of

19 loan made or insured under this part.".

20 SPECIAL ALLOWANCE

21 SEC. 6112. Section 438 of the Act is amended—

22 (1) in subsection (a)(3), by striking "quarterly rate"

23 each place it appears and inserting "rate";

24 (2) in subsection (b)-

25 (A) in paragraph (2)-
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(i) by striking "subparagraphs (B), (C), (D) ,

(E), and (F)" and inserting "subparagraphs (B),

(C), (D), (E), (F), and (G)"; and

(ii) by adding after subparagraph (F) the 

following new subparagraph:

"(G)(i) Notwithstanding any other provision of 

this section, in the case of loans made or insured 

under this part for which the first disbursement is 

made on or after October 1, 1997, the special allowance 

paid pursuant to this subsection shall be computed for 

any 12-month period beginning on July 1 and ending on 

June 30 by-

"(I) determining the bond equivalent 

rate on the preceding June 1 of the 

securities with a comparable maturity, as 

established by the Secretary; and

"(II) subtracting the applicable 

interest rate on such loans from such amount, 

"(ii) The amount of special allowance 

computed under clause (i) shall be paid in 

quarterly increments for the 3-month periods 

described in paragraph (1)."; and 

(B) in paragraph (3), in the second sentence, by 

striking "determined for any such 3-month period shall 

be paid promptly after the close of such period," and
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inserting "calculated under this subsection shall be 

paid promptly after the close of the 3-month period for 

which such special allowance payment is due,".

STUDENT LOAN MARKETING ASSOCIATION OFFSET FEE 

SEC. 6113. (a) Section 439(h)(7) of the Act is amended by adding

after subparagraph (C) the following new subparagraph:

"(D) The calculation of the fee required under 

subparagraph (A) or (B), as the case may be, shall be 

determined on the basis of the principal amount of all loan 

(except for loans made under sections 428C, 439(o) or 

439(g) )-

"(i) owned, in whole or in part, by the 

Association, any subsidiary of the Association, or any 

company, trust, or other entity owned or controlled by 

the Association; or

"(ii) held by a trust (including by a trustee on 

behalf of a trust), or by any other entity in which the 

Association, or any subsidiary, holds more than a 

minimal beneficial interest (as determined by the 

Secretary).". /

DIRECT LOAN ORIGINATION FEE 

SEC. 6114. Section ,452 of the Act is amended-

(1) by striking subsection (b); and

(2) by redesignating subsections (c) and (d) as 

subsections (b) and (c), respectively.
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FUNDS FOR ADMINISTRATIVE EXPENSES 

SEC. 6115. Section 458(a) of the Act is amended-

(1) in the first sentence, by striking "$260,000,000" 

through the end of the sentence and inserting the following: 

"$532,000,000 in fiscal year 1998, $610,000,000 in fiscal 

year 1999, $705,000,000 in fiscal year 2000, $806,000,000 in 

fiscal year 2001, and $904,000,000 in fiscal year 2002.".

HOPE SCHOLARSHIP DEFINITIONS

SEC. 6116. Section 481 of the Act is amended by adding after 

subsection (f) the following new subsection:

"(g) HOPE SCHOLARSHIP DEFINITIONS(1) As necessary for 

purposes of the tax credit provided under section 24A of the 

Internal Revenue Code of 1986 (26 U.S.C. 24A) , and the 

deduction provided under section 221 of such Code (26 U.S.C. 

221), the Secretary of Education shall define in regulation 

the following terms:

"(A) academic period;

"(B) normal full-time workload;

"(C) first two years of postsecondary education;

"(D) qualifying grade point average;

"(E) job skills; and 

"(F) new job skills.

"(2) Notwithstanding any other provision of law, the 

regulations described in paragraph (1) shall not be subject 

to section 482(c).".
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HOPE SCHOLARSHIP NEED ANALYSIS AMENDMENTS

SEC. 6117. (a) CALCULATION OF AVAILABLE INCOME.-(n Section 475

of the Act (20 U.S.C. 10_87oo)is amended—

(A) by amending subsection (c)(1)(A) to read as 

follows:

" (A) the sum of—

"(i) Federal income taxes;

"(ii) the amount of any tax credit taken 

under section 24A of the Internal Revenue Code of 

1986 (26 U.S.C. 24A); and

"(iii) the amount by which tax liability 

determined without regard to the deduction 

provided under section 221 of the Internal Revenue 

Code of 1986 (26 U.S.C. 221) exceeds the amount of 

tax liability determined after taking that 

deduction into account;"; and

(B) by amending subsection (g)(2)(A) to read as 

follows:

"(A) the sum of—

"(i) Federal income taxes;

"(ii) the amount of any tax credit taken 

by the student under section 24A of the 

Internal Revenue Code of 1986 (26 U.S.C.

24A) ; and

"(iii) the amount by which tax liability
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determined without regard to the deduction 

provided under section 221 of the Internal 

Revenue Code of 1986 (26 U.S.C. 221) exceeds 

the amount of tax liability determined after 

taking that deduction into account;".

(2) Section 476(b)(1)(A)(i) of the Act (20 U.S.C.

1087pp (b) (1) (a) (i))is amended to read as follows:

"(A) the sum of-

"(i) Federal income taxes;

"(ii) the amount of any tax credit taken 

under section 24A of the Internal Revenue Code of 

1986 (26 U.S.C. 24A); and

"(iii) the amount by which tax liability 

determined without regard to the deduction 

provided under section 221 of the Internal Revenue 

Code of 1986 (26 U.S.C. 221) exceeds the amount of 

tax liability determined after taking that 

deduction into account;".

(3) Section 477(b)(1)(A) of the Act (20 U.S.C.

1087qq(b)(1)(A)) is amended to read as follows:

"(A) the sum of-

"(i) Federal income taxes;

"(ii) the amount of any tax credit taken 

under section 24A of the Internal Revenue Code of 

1986 (26 U.S.C. 24A); and
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1 "(iii) the amount by which tax liability

2 determined without regard to the deduction

3 provided under section 221 of the Internal Revenue

4 Code of 1986 (26 U.S.C. 221) exceeds the amount of

5 tax liability determined after, taking that

6 deduction into account;".

7 (b) DEFINITIONS.—Section 480 of the Act (20 U.S.C. 1087vv)

8 is amended—

9 (1) in subsection (a)(2)-

10 (A) by striking "and no portion" and inserting "no

11 portion"; and

12 (B) by inserting after "(42 U.S.C. 12571

13 seq.)." the following: "and no portion of any tax

14 credit taken under section 24A of the Internal Revenue

15 Code of 1986 (26 U.S.C. 24A),";

16 (2) in subsection (b)-

17 (A) in paragraph (13), by striking "and" after the

18 semicolon;

19 (B) by redesignating paragraph (14) as paragraph

20 (15); and

21 (C) by inserting after paragraph (13) the

22 following new paragraph:

23 "(14) any tax deduction taken under section

24 221 of the Internal Revenue Code of 1986 (26

25 U.S.C. 221); and";



1

2

3

4

5

6

7

8 

9

10

11

12

13

14

15

16

17

18

19

20 

21 

22

23

24

25

6B-53

(3) in subsection (e)-

(A) in paragraph (3), by striking "and";

(B) in paragraph (4), by striking the period and 

inserting and"; and

(C) by adding after paragraph (4) the following 

new paragraph:

"(5) any tax credit taken under section 24A 

of the Internal Revenue Code of 1986 (26 U.S.C. 

24A); and";

(4) in subsection (j), by adding after paragraph (3) 

the following new paragraph:

"(4) Notwithstanding paragraph (1), a tax credit 

taken under section 24A of the Internal Revenue Code of 

1986 (26 U.S.C. 24A) shall not be treated as estimated 

financial assistance for purposes of section 471(3).". 

INCOME PROTECTION ALLOWANCE 

FOR INDEPENDENT STUDENTS WITHOUT DEPENDENTS 

SEC. 6118. (a) Section 476(b) of the Act is amended—

(1) in paragraph (1)-

(A) in subparagraph (A)—

(I) by amending clause (iv) to read as 

follows:

"(iv) an income protection allowance, 

determined in accordance with paragraph 

(4);"; and
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(II) in clause (v), by striking "paragraph 

(4);" and inserting "paragraph (5);"; and 

(B) in subparagraph (B), by striking "paragraph 

(5)." and inserting "paragraph (6).";

(2) by redesignating paragraphs (4) and (5) as 

paragraphs (5) and (6), respectively; and

(3) by inserting after paragraph (3) the following new 

paragraph:

"(4) INCOME PROTECTION ALLOWANCE,-ThP income 

protection allowance is determined by the following 

table (or a successor table prescribed by the Secretary 

under section 478):

"INCOME PROTECTION ALLOWANCE

15
16

FAMILY SIZE NUMBER IN COLLEGE

17
18

(including student) 1 2

19 1 8, 000
20
21 
■5 9

2 10,520 8,720

(b) Section 478(b) of the Act is amended by striking 

"sections 475(c)(4) and 477(b)(4)." and inserting "sections 

475(c)(4), 476(b)(4), and 477(b)(4).".

EXTENSION OF STUDENT AID PROGRAMS 

SEC. 6119. Title IV of the Act is amended—

(1) in section 401(a)(1), by striking "September 30, 

1998," and inserting "September 30, 2002,";

(2) in section 413A(b)(l), by striking "$675,000,000
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for fiscal year 1993" and inserting "$583,407,000 for fiscal 

year 1998";

(3) in section 424(a), by striking "1998." and "2002." 

and inserting "2002." and "2006.", respectively;

(4) in section 428(a)(5), by striking "1998," and 

"2002." and inserting "2002," and "2006.", respectively;

(5) in section 428C(e), by striking "1998." and 

inserting "2002.";

(6) in section 441(b), by striking "$800,000,000 for 

fiscal year 1993" and inserting "$857,000,000 for fiscal 

year 1998";

(7) in section 461(b)-

(A) in paragraph (1), by striking "$250,000,000 

for fiscal year 1993" and inserting "$158,000,000 for 

fiscal year 1998"; and

(B) in paragraph (2), by striking "fiscal year 

1997" and "October 1, 1997," and inserting "fiscal year 

2002" and "October 1, 2002,", respectively; and

(8) in section 466-

(A) in subsection (a)-

(i) in the matter preceding paragraph (1), by 

striking "September 30, 1996," and March 31,

1997," and inserting "September 30, 2001," and 

March 31, 2002,", respectively; and

(ii) in paragraph (1), by striking
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"September 30, 1996," and inserting "September 30, 

2001,";

(B) in subsection (b), by striking "March 31, 

2005," and "September 30, 1996," and inserting "March 

31, 2010," and "September 30, 2001," respectively; and

(C) in subsection (c), by striking out "October 1, 

1997," and inserting "October 1, 2002,".

EFFECTIVE DATES

SEC. 6120. (a) Except as otherwise provided in this section, the

amendments made by this subtitle shall take effect on the date of 

enactment of this Act.

(b) Section 6103 is effective for a loan made under part B 

or part D of title IV of the Act for which the first disbursement 

is made on or after October 1, 1997.

(c) Section 6104(a)(3) and section 428(b)(5)(C) of the Act 

(as added by section 6107(a)(2)(E)) are effective as if they were 

enacted on July 23,. 1992.

(d) Sections 6105, 6110, and 6111 take effect on October 1,

1997.

(e) Section 6112 is effective for a loan made, insured, or 

guaranteed under part B of title IV of the Act for which the 

first disbursement is made on or after October 1, 1997.

(f) Section 6113 is effective as if it were enacted on 

August 10, 1993, but does not apply to the privatized entity that 

may be created as a result of the Student Loan Marketing
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1 Association Reorganization Act of 1996 (Title VI of the

2 Departments of Labor, Health and Human Services, Education, and

3 Related Agencies Appropriations Act, 1997, as enacted by section

4 101(e) of Division A of Pub.L.No. 104-208).

5 (g) Section 6117 is effective for determinations of need for

6 academic years beginning on or after July 1, 1998.


